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The school’s 24-page catalogue 
is available free upon request. 
Address your card or letter to 
the Secretary, LAS. 


The IAS STUDENT 


Particularly in the field of adult education, a school 
is dependent for its good name upon the accomplish- 
ments of its students. 


e We are proud of the continuing success of thousands 
of IAS students both in business and in public account- 
ing practice. The chief purpose of this message is to 
acknowledge their achievements* with respect and 
appreciation. 


e IAS students in general are exceptionally well quali- 
fied to pursue effectively a study program designed for 
adult education. They are mature; a recent survey 
showed an age range of 18 to 59, an average of 
31 years. Most are married and hold responsible 
office jobs. 


@ Many are college graduates; 7,675 college graduates 
enrolled with LAS during the five years 1950-54. 


e The very fact that a man has completed a compre- 
hensive home study course indicates ambition, self- 
reliance, willingness to work hard, and self-discipline. 
Sincerity of purpose is clearly demonstrated in that 
each student pays his own fee. 


© Qualities like these are not common today. That 
LAS men and women students possess them to a marked 
degree helps to explain why so many of our former 
students are found among the leading accountants 
throughout the United States and Canada. 


*For one example, more than 2,100 of those who passed CPA 
examinations during the five years 1950-54 had obtained all 
or a part of their accounting training from LAS. 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
A Correspondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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THE PRESIDENT’S PAGE 


ROGRESS in our profession may be achieved in several ways, but 

basically its realization will come from (1) improving the manner 
in which we perform our internal audit assignments in those areas that 
are generally known to be within the province of audit review and ex- 
amination and (2) expanding our orbit to include additional areas 
where review and appraisal functions would be valuable to manage- 
ment. 


A great number of our members directly or indirectly have man- 
agement approval to move into new areas, but for one reason or another 
they fail to take advantage.of the opportunity. Such is lamentable, for 
it is aligned with a philosophy that maintains that a man was born to be 
a certain person rather than the fact that he could develop into almost 
any person that his ambition and opportunity make him 


The Institute as an organization can be of material assistance in 
fostering and encouraging the progress of our profession through its 
conferences, publications and the work of its Research and Educational 
Committees. However, the real motivating force in our move forward 
will be that which is generated by the membership body itself. Our 
desire to progress must be translated into action by those members who 
are presented with the opportunity to lead the way. They should not 
be found wanting in the challenge that is theirs. 


Geniuses would not be unusual if all men developed their abilities 
to the fullest extent. As a rule, individuals will develop and use only 
a small part of the powers they possess. Paradoxically—this is com 
forting, for it always leaves the door open to Progress. 


FRANK W. LENNON. 





ACCOUNTING - - SERVANT OR 
CONSCIENCE? * 


By DR. PAUL M. GREEN 


College of Commerce and Business Administration 
University of Illinois, Urbana, Ill. 


The development of successful controls has been an important 
stabilizing factor in the ever changing world of industry. Accounting 
has become the international language through which business gives 
expression to its deeds. Dr. Green brings to our attention the theory 
that through its function as impartial observer, accounting may well 
develop as the “conscience of business.” 


HERE is an old Hindu saying that one never bathes in the same 

river twice. Many of the factors that bear on modern business are 
in a constant state of flux. Those that are considered most important 
now may not merit top billing by tomorrow morning. They move to 
more important positions or positions of less importance as the affairs 
of men bring an adjustment in their relative significance. The busi- 
nessman, the researcher in the business area, and the teacher of business 
subjects must be aware of this ever-changing background if they are 
going to move forward in their assignments. One might say that we 
are considering a mighty complex of factors which in themselves are 
subject to constant change but which in total represent a reasonable 
amount of consistency and stability. Should this concept be foreign to 
the modern accountant? I think not. 


There is little doubt that American industry has continued to grow 
in stature both nationally and internationally. But we must not allow 
ourselves to think that this progress will continue automatically. To 
maintain the gains and push on to new goals will take much effort on 
the part of all of us. There were those who for a time waited for a 
collapse of the American economy that never came. 


Your companies and your clients have advanced from one out- 
standing achievement to another. These companies have adopted the 
newest in scientific and engineering methods and have produced a 
growing stream of new and better products and improved services. 


*Address delivered at the joint meeting of The Illinois Society of Certified Public 
Accountants and Tue Instirute or Inrerat Auprrors, Chicago Chapter. 
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American industry has mastered the production and distribution prob- 
lems in a manner that allows it to turn out any product in almost any 
amount. But it has not made equivalent advances on the human side. 
We need to learn more about organizing and using the human resources 
that are available. 


But progress in industry did not come about entirely because of 
new technical and manufacturing methods. It was not until a means 
of determining the costs of things and services was developed that we 
began to see real progress. The development of successful controls and 
the development of both internal and external methods of verification 
on which the company, its officers and its stockholders, and the general 
public could rely represented major gains. In other words, it has come 
about that accounting in the broad sense has become the language 
through which commerce and industry give expression to their deeds. 


Recently we had two teams of Chinese executive accountants from 
Formosa visit with us for a period of six months each. Prior to that we 
had a French group, an Australian group, and visitors from Thailand, 
Sweden, Yugoslavia and other countries. It was amazing how the prob- 
lems of several languages’ began to disappear when the discussion 
turned to accounting. Truly accounting has taken a step forward as 
an international language to promote better understanding. 


THE NATURE OF ACCOUNTING 


Is accounting a profession or is it a vocational trade? What are 
its uses in one or the other? The significant thing is not so much what 
accounting is as what it does. There have been some fine vocations, 
some fine trades at various times. Perhaps one of the things that we 
have lost in this age of mechanization is the pride of workmanship. 
There was the time when pride in product or pride in workmanship 
was the all-controlling factor. If you doubt that much of this pride has 
been lost in this modern day, call some craftsman to your home for a 
repair or construction job. Doubtless there are accountants who have 
the same shortcomings in the matter of pride of workmanship, but it 
is hoped they are few in number. 


Accounting will find its true place in our modern world on the 
basis of how it is conducted. Webster’s Unabridged Dictionary defines 
“profession” as a calling in which one professes to have acquired some 
special knowledge used by way either of instructing, guiding, or advis- 
ing others or of serving them in some art. 

The profession has many ways in which its character may be 
judged. Probably the most significant matters are the rules of conduct 
established mainly by the practitioners and the standards of practice 








8 The Internal Auditor 


to which this group adheres. Accounting cannot be made a profession 
by talking about it. It can be made a profession by working at it in a 
professional manner. More and more accountants are becoming pro- 
fessional men and women with the passing of each year. The pace of 
this professional development can be determined solely by those work- 
ing in the field. Professional development cannot de attained by college 
professors making speeches to you. It cannot be accomplished by your 
deciding that your calling is now a profession. It comes only through 
the standards that you establish and maintain in the great work that 
you are carrying on. 


ACCOUNTING, THE SERVANT OF BUSINESS 


I shall draw on the news of the day in attempting to illustrate how 
accounting is the servant of business. Some time ago we read the story 
of one of the great characters of all history. Sir Winston Churchill, at 
the age of 80 years, retired as prime minister of Britain. In the capacity 
of prime minister, he was the servant of his queen. In like manner I 
point out that accounting is the servant of business. Our problem is to 
achieve the same stature in our world of economic affairs that Sir Win- 
ston achieved in his world of service to his monarch. This can be 
accomplished. 


Accounting and auditing activities should not be listed as “service” 
assignments. At all times I have urged members of my staff to serve 
until it hurts. You may think that this is merely a matter of semantics. 
In truth, it goes much farther. As a “service” organization, either in- 
ternally to your company or externally to your client, not much prog- 
ress will be made toward the stature that accounting and auditing must 
have to achieve their goals. On the basis of serving there is no limit to 
achievement. Peter Marshall, the great chaplain of the United States 
Senate and God-fearing Presbyterian minister of Washington, D. C.., 
served on a basis that few will have the power to achieve, but his could 
not be classed as a purely service function. 


You and your associates can gain insight, acquire understanding 
and learn lessons from these great men who worked in fields not your 
own. You will serve your profession, your company, your client, all 
business and the country in the way you and your associates choose to 
carry your work forward. 


PAUL M. GREEN is Dean of the College of Commerce and Business Admini 
stration at the University of Illinois. Prior to his present position, he served as 
Deputy Administrator for the Office of Price Administration, Controller for the 
Atomic Energy Commission, Economic Cooperation Administration and the Mutual 
Security Agency, and as Assistant Director of Price Stabilization in charge of Ac 
counting for the Office of Price Stabilization 
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Some of the major problems of the profession are the problem of 
getting adequate personnel and the problem of maintaining broad 
enough vision to appreciate the real purpose of your assignment. It is 
well to remember that just as much is accomplished when the auditor 
finds that everything is in order as when he is able to uncover the mis- 
deeds of some erring person. There are also the problems of maintain- 
ing full and complete objectivity in all things, of avoiding the substitu- 
tion of political methods for professional practices, of keeping up with 
the physical sciences and engineering and of maintaining moral values. 


ACCOUNTING IN THE FEDERAL GOVERNMENT 


I have had considerable experience in government agencies—as an 
employee, as a consultant, and as an advisor—and have dealt with these 
various agencies as a representative of business. Accounting in govern- 
ment is important to our discussion because of the extensive nature of 
government activity, the extent to which your firms have the Govern- 
ment for a client, and the importance of sound accounting and financial 
controls as a means of saving for the taxpayer. There is an urgent need 
in the Federal Government for accounting and auditing on an under- 
standable basis. 


ACCOUNTING AS THE CONSCIENCE OF BUSINESS 


The question has been raised as to how accounting can function as 
the conscience of business. This is a big question and one that is diffi- 
cult to answer. Perhaps accountants should not set themselves up as 
the guardians of the business world. Even so there is much that ac- 
counting can accomplish as the conscience of business. 


In this modern business era it may be worthwhile to point out that 
in many cases business facts are what accounting says they are. Should 
accounting, either by mistake or by design, mis-state the facts, it be- 
comes very difficult to find out what the real situation is. This means, 
of course, that your profession has a major responsibility to so govern 
itself that every effort will be made to record and report the true situa- 
tion and, what is very important, to report all of the true situation. I 
join the group that has little patience with reporting in such a manner 
that much detailed study on the part of experts has to take place to learn 
the true situation. Your professional standards are most important but 
in many cases you must “let your conscience be your guide.” 

The day may be at hand when accounting is in the best position 
to hold to an impartial point of view. Practitioners in other professions 
have many times become the advocates of this policy or that policy, or 
they have urged that certain actions be taken. Our friends, the law- 
yers—by the nature of their work—are in this position most of the 
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time. As differences have appeared in economic philosophy, economists 
have been classified according to their approach to national economic 
policy. There are times when even the medical men and the ministers 
are in serious disagreement within their respective groups. It is fortu- 
nate that accountants have not suffered this difficulty to any serious 
extent. It is hoped that in the years ahead they can retain the objec- 
tivity of their approach, their detached point of view. In this matter 
they must be guided by conscience. 


As professional men, accountants are in a position to encourage or 
discourage certain practices that may come to their attention. Regard- 
less of the framework in which the auditor works, there is reasonably 
common agreement that the scope of his function has been broadened 
over several years. If for no other reason, the professional character of 
his calling will act as a deterrent to management's taking actions that 
are questionable. If accountants do no more than perform their duties 
in the modern manner, accounting should serve as a stabilizing in- 
fluence on business actions. In this sense accounting may well be the 
conscience of business. 


In present-day America, we seem destined to go forward within 
a framework of big business, big labor, big farming and big government. 
These various parts of our society must work together for the common 
good. One of the greatest problems in achieving good working relation- 
ships is the matter of communication. Here accounting serves as a 
means of communication and as a medium for working out cooperative 
arrangements. Accounting has not realized its full potential in this 
area, but it is making progress. Not all problems in these cooperative 
endeavors are accounting problems, but a great share of them must rely 
for solution on accounting and accountants. To the extent that account- 
ing can aid in the cooperative effort and contribute to progress, it may 
serve as the conscience to which these sometimes conflicting interests 
will be glad to turn for guidance. 


THE OPPORTUNITIES FOR ACCOUNTING 


Accountants have the opportunity to stand up for the free enter- 
prise economy within which accounting lives and works and has its 
being. There are among us many reformers who would change much 
of the business structure if they could. They are at work in government 
agencies and they appear in the halls of learning. Often they seem to 
gain support from the very people who should be on guard against 
them. It is difficult for successful businessmen to understand this proc- 
ess. Business experience develops a way of thinking and a degree of in- 
tegrity that does not exist in some of these efforts. When a businessman 
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comes in contact with this type of person, he is likely to take for granted 
that his own code of conduct will be followed. This may be the fatal 
error. Accountants should be the first to recognize these trends and do 
everything they can to present the true picture of American industry. 


Accountants have the opportunity to contribute to improved public 
administration and better operation of governmental agencies at all 
levels. In recent years there have been many businessmen go to Wash- 
ington to accept responsible positions in the federal government. In 
many cases the successful business executive finds himself ineffective 
when thrown into the government complex. There is no certainty that 
the outstanding businessman will achieve success in his governmental 
post. In many cases he becomes a changed man after his experiences 
with the so-called experts. It is up to you as businessmen to do what 
you can to correct this situation. It takes more than lip service to install 
successful business methods into the federal government. It takes a 
degiee of courage and integrity beyond that required of the business- 
man in the normal operation of his business. Accountants, with their 
wealth of experience in all forms of business endeavor, are in a position 
to contribute both their services and their advice on these matters. They 
need to show more positive interest. 


Accountants have the opportunity to increase the use of accounting 
as a language of international understanding and good will. Better 
accounting in this country will make available reports that tell the story 
of our industries to the peoples in all lands. Also it will in all probability 
lead to better accounting in other countries. I am convinced that better 
accounting, revealing the facts in all situations, can contribute some- 
thing to the solution of many of the world’s problems. 


In many fields of business activity the opportunity exists for ac- 
counting to bring its successful methods to the solution of problems that 
are not accounting in themselves. This is not to suggest that accounting 
become all-inclusive; but I do believe that many functions not per- 
formed well at present could benefit from contact with the professional 
accountant. 


THE RESPONSIBILITIES OF ACCOUNTING 


Industry and government, and the public generally, must rely on 
accounting. Otherwise we have chaos. You have the responsibility to 
keep up with the rapid pace of developments in other fields of activity. 
You have the responsibility to be teachers and not preachers. By this I 
mean you are to set forth the facts and to provide the methods for or- 
derly operation of the business community rather than attempt to sell 
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this or that point of view. As accountants you have the responsibility 
to police your profession. You cannot look away when members of your 
profession take actions that fail to comply with your standards. You 
have the responsibility to seek the truth and to aid your associates in 
other areas to arive at the true state of affairs. This may mean that 
there will be times when you must choose between large fees and com- 
plete objectivity of approach. 


Finally, each of you has the responsibility to recognize the real 
importance of your own particular assignment. Without doubt one of 
the most important factors in keeping peace at the present time is the 
continuing health of the American economy. The economy stays as 
strong or becomes as weak as the composite of the companies that you 
represent. Each company must rely heavily on you and your staff for 
the flow of information on which to formulate its policies. 





OPPORTUNITY FOR PROFITS 


By JOHN P. GANLEY 
Chesapeake and Ohio Railway Company 


By aligning his sights with the profit-earning objective of his man- 
agement, the auditor is in a position to seek opportunities to enhance 
the profits of his business. The author points out that, in addition to 
protective auditing, the internal auditor should aim to provide his 
management with ideas for increasing profits; vital business informa- 
tion; and information and recommendations based upon a continuing 
research activity. 


HIS topic was selected to emphasize what management expects of a 

progressive internal audit program. We must justify our existence 
by measuring all our actions in the same way management does, with 
the same objective in mind. Profits! This is the purpose of manage- 
ment, the manner in which it justifies its own existence. As part of 
management’s team we must identify ourselves with that objective. 


Now, how does an internal audit staff accomplish this? Certainly, 
we don’t establish policy; we don’t invest the company’s funds or decide 
on financing; we don’t add a new product line or eliminate one; we 
don’t hire or fire or do the many other things which are management’s 
prerogative. In our own sphere, to accomplish management’s objective, 
we function as an extra pair of eyes and ears for these purposes: 

Ideas for increased profits 
Vital information 
Research 

An insurance policy 


These are the things we have for sale—the services management ex- 
pects to get for the price it pays. They are listed here in order of their 
importance, as I see it, to our customer, management. 

You may object to the order; to the fact that increased profits are 
placed as a prime objective, especially if you are steeped in the tra- 
ditional concept of auditing as a protective device. But every effort is 
required to justify our existence in the same manner our management 
brothers do—with an eye towards profit 

Let’s take a look at each one. 

Ideas for increased profits means better ways to do things in the 
light of present conditions. It means improvements that will reduce cost 
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and result in savings all to the end of bettering our products and serv- 
ices and thus adding to our net earnings. Let us consider a few ex- 
amples from experience. 


A train dining car operation involves servicing the dining cars with 
food, linens and various supplies; purchasing these items, handling cash 
remittances, and accounting and reporting for these activities. In this 
audit, it was found that, at some time in the past, separate accounting 
bureaus were set up at several different places to service these opera- 
tions. By reviewing their activities, it was observed they were perform- 
ing identical functions with those done on a day-to-day basis in other 
accounting offices on the railroad. They passed vouchers for purchases 
of material, priced requisitions, agreed remittances with accounts re- 
ceivable, and prepared reports summarizing these activities. 


All of this represented a very small proportion of regular account- 
ing department routine. It seemed fairly obvious that, without affecting 
the services provided to the operating department, these activities could 
easily be absorbed without too much effort and at annual savings of 
approximately $20,000. In addition, in reviewing the work, there were 
found numerous instances where it could be simplified. This, of course, 
facilitated selling the idea of merging the work with that of other ac- 
counting offices. 


In connection with audits of revenues, large numbers of waybills 
are examined to determine whether the basis of settlement either by 
our own road or other roads is in accordance with the applicable rates 
and divisions specified in tariffs and division agreements. Examination 
of waybills also discloses traffic patterns; that is, how the traffic moves 
over the various railroads to its destination. Here, in addition to check- 
ing the accuracy of the rates and divisions applied by the accounting 
department, the auditors are concerned with traffic which did not move 
by more profitable routes over our line. This may be due to routing 
instructions by the shipper’s traffic manager. It may also occur because 
we have never officially established routes for tariff purposes even 
though our road operates in these particular areas. 


In this latter instance, in cooperation with the traffic department, 
the auditors have been able, after reviewing operating costs and freight 
schedules, to establish routes which would obtain a share of that traffic 





JOHN P. GANLEY is chief internal audit officer of The Gieatiate and Ohio 
Railway Company in Cleveland. He has had previous professional experience as an 
instructor in advanced accounting and as manager with Price Waterhouse & 
Company. 


Mr. Ganley is a member of the Cleveland Chapter of the Institute, the American 
Institute of Accountants and several other professional organizations. He is a grad- 
uate of Duquesne University. 
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without further effort on our part. In the case where traffic is routed 
by either the shipper or by agents of other railroads when routes are 
not specified, such instances are brought to the attention of traffic solici- 
tors, who then contact the respective shippers and endeavor to have the 
routing arranged so that the material will move more profitably over 
our line. These instances have resulted in substantial increases in 
revenues. 


No matter what his industry, the internal auditor can initiate simi- 
lar approaches. It may be that, on the basis of an analysis of profit 
margins and expenses, he can provide the sales department with infor- 
mation that will be helpful in directing sales efforts along certain lines. 
Or it may be that he can indicate instances where his company is sup- 
plying services to others on an unprofitable basis. 


At this point, let us consider the increased profits idea from an 
other’s viewpoint. In an authoritative article entitled, “Cost Reduction 
Through Industrial Engineering,” in the August 1954 issue of AD- 
VANCED MANAGEMENT, Mr. R. C. Cooper, Vice President of In- 
dustrial Engineering of the U. S. Steel Corporation has this to say: 


“It is the objective of our company ‘to make and sell 
quality products competitively, and to perform those func- 
tions at the lowest attainable cost consistent with sound man- 
agement policies, so as to return an adequate profit for services 
rendered.’ As a corollary objective, we strive to be the lowest 
cost producer of the products we offer for sale. 


“The need to keep these objectives in mind at all times 
is clear when we realize that conditions do not remain static, 
they are dynamic; and certainly operations can be successful 
only if actions are taken continually to improve the resulting 
products and services.” 

Later, he states: 


“Generally speaking, the industrial engineering job in 
U. S. Steel is to provide a fact-finding service to enable man- 
agement to produce more product at less cost and larger 
profit.” 


Now, it seems that this objective, to make and sell quality products 
and services, and, in so doing, to return an adequate profit, is the ob 
jective of all businesses. It also seems that, if industrial engineering is 
a service provided to enable management to produce more product at 
less cost and at a larger profit, management might expect the same kind 
of service from internal auditing, or methods and procedures or any 
other staff function. 
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Should we provide a different type of service or have different ob- 
jectives? If we do, especially now when our companies are profit-con- 
scious, we will relegate ourselves to a position in the company, and in 
industry, where a profit-minded and cost-conscious management will 
question our usefulness. 


The area of vital information is closely related to the increased 
profits idea. Its purpose is to provide management with important or 
useful information which will help them operate the business better. 
Two instances regarding information of this sort may serve as examples. 


In an audit of a company in which a substantial interest was 
owned, it was observed that the managing operator was on extremely 
friendly terms with a builder, to whom he was giving all construction 
work. In addition, he had extended the interpretation of his manage- 
ment agreement to the operations of a second company in which the 
controlling organization was interested. Here, it was disclosed, he was 
withdrawing, as a management fee, a portion of rentals collected from 
leases, and was doing so without authority from the board of directors. 


A review of the articles of incorporation and state tax returns of 
this second company also disclosed that, when it was originally con- 
ceived, stock had been issued to certain incorporators, and capital in 
the amount of $1,000 had been contributed. Neither the original in- 
corporators nor the $1,000 could be located. 


These things did not at this time result in any financial loss to 
the controlling company. They occurred because its officials placed 
much confidence in their partners in this enterprise. When the agree- 
ment was originally entered into, it was believed sufficient to appoint 
an accounting department representative as treasurer to co-sign 
checks and review vouchers, and legal counsel to review agreements. 
But, since these people were not close to the scene and had no hand in 
the operating policies, it may readily be seen how extremely ineffectual 
this can be. 


When these matters were brought to management’s attention, as 
indicators of what might happen, immediate action was taken to provide 
for a company representative to take a more active part in overseeing 
and approving operations. 


In an audit of rental and royalty income, it was determined that 
the company was billing independent operating companies for coal and 
gas royalties on the basis of statements which they submitted. Although 
the agreements with them provided for examination of meter readings, 
mine car tickets, and audits of their books, nothing of this nature had 
ever taken place. When this question was raised, arrangements were 
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made to perform these audits, and thus ascertain that the company was 
receiving everything due. 

In the area of research—into new techniques and procedures, I am 
referring to the application of statistical sampling, work simplification, 
and the utilization of electronic computers. Management expects us to 
be sufficiently progressive and alert to changing conditions to recognize 
what will be helpful both to our own performance and to the company 
as a whole and to bring this to their attention. 


Certainly such activity on our part is only applicable in instances 
where the company does not have a research group studying the electric 
computer or does not have specialists or others reviewing the utilization 
or practicability of statistical sampling. But, since these matters relate 
to our activity, we should be familiar with them so that we can speak 
with knowledge about them to management, or—when convinced that 
such action is desirable—so that we can recommend their adoption or 
put them to use. This applies especially to something like statistical 
sampling, which is very useful where large volume processing and veri- 
fication is concerned. The elimination of large numbers of extensions, 
and verification of purchasing, receiving, and invoice documents may 
result in substantial cash savings or additions to profits. 


And now we come to the area which, at one time in the past, was 
the prime objective of internal auditing. To function as an insurance 
policy—as a protective device to determine or assure management that 
assets are being properly accounted for and, to the best of our ability, 
to see that sufficient controls are established to prevent fraud from 


taking place. 


While we must always recognize the importance of this protective 
service, we must devote much of our effort to the three fields of con- 
structive service which have been discussed, namely: 

Ideas for increased profits 

Vital information 

Research 
to reach a new high. Each step identifies us more closely as part of 
management’s team. Let us then begin to think in these terms so that, 
as a group and individually, we can make more forceful and approp- 
riate our theme of internal auditing for profit. 








COST CUTTING CONTROLS THROUGH 
RECORDS MANAGEMENT* 


By ROBERT A. SHIFF, President 


National Records Management Council, Inc. 


Paper is cheap, but the cost of creating and controlling paperwork 
is so great that it makes heavy inroads into business profits. The author 
reveals new techniques now being introduced to meet this problem. 
For the auditor, with his intimate association with paperwork, this arti- 
cle should provoke an interesting avenue of examination toward a con- 
structive service to management. 


THE RISE IN PAPERWORK 


ROPONENTS of electronic office machines sometimes are so carried 

away by their enthusiasm that they represent mechanization as the 
answer to all office problems, including paperwork. In actuality, mech- 
nnization has resulted in mass-produced records. The wonderful new 
machines do not cut down on paperwork but simply increase the rate 
at which paper is turned out. For example, one of the new electronic 
typewriters is faster than 300 secretaries. It turns out 1,800 characters 
per second. This machine can fill a page with 120 columns of figures 
in about 10 seconds. 


Mass-produced records are steadily requiring more people to spend 
more time in reading, processing, filing and maintaining millions of 
pieces of paper being created each day by machines. 

This rise in paperwork is reflected in the rising rates of clerical 
workers to the rest of the population. Today there are 8,000,000 clerical 
workers in the United States—a 60 percent increase since 1940. 

30 years ago: 1 office worker for every 4 factory workers. 

Today: 2 office workers for every 4 factory workers. 

1 office worker for every farmer. 
114 office workers for every salesman. 


Paper is cheap, but as soon as a human hand comes in contact with 
a piece of paper, the dollar values of personnel time, office space and 
equipment immediately affect operating costs and reduce or eliminate 
profit. 


*Address delivered at the Technical Session of the New York Chapter of Tue Instr- 
TUTE oF INTERNAL AuDITORS. 
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Controls on record-making and record-keeping can materially af- 
fect the difference between business success or failure. In 1953, the 
average company’s profit was 4.3 percent or $43,000 on a million dol- 
lars in sales. If the application of record-keeping controls releases 300 
filing cabinets through records disposal or transfer to low-cost storage, 
savings in space and equipment can approximate $43,000 or an amount 
equal to the profit on a million dollars in sales. If the application of 
controls on record-making releases 14 clerks, $42,000 is saved, again an 
amount equal to the profit on a million dollars in sales. Or to put it an- 
other way, $1,000,000 in sales is needed to pay for 14 clerks or to pay 
for records storage in 300 filing cabinets. Thus, every dollar which your 
company saves through the release of filing space and equipment or 
reduced clerical expense adds a dollar to its profit before taxes. 


SCIENTIFIC CONTROLS 


The increasing flood of paper, which has multiplied management's 
record-keeping and paper-handling problems, will yield only to the 
application of scientific controls. One of the organizations that has 
pioneered in developing objective standards and scientific techniques 
for controlling paperwork operations is the National Records Manage- 
ment Council. The Council was established in 1948, with the aid of a 
grant from the Rockefeller Foundation, as a non-profit research, educa- 
tional and advisory service for industry and government. 


The purpose of the Council is two-fold: 

1. To promote the preservation of key business records as 
they reflect the heritage of American free enterprise; and 

2. To assist industry and government in eliminating, cutting 
down and streamlining paperwork. 


WHAT CONTROLS CAN ACCOMPLISH 


By applying the results of its research, the Council can tell busi- 

ness and government: 

What to keep and what to throw away as useless. 

How to maintain what needs to be kept. 

How to preserve historical records for management's 
memory and the business historian. 

How to prevent unnecessary forms, repdrts and letters 
from coming into being in the first place—‘“Records 
birth control.” 

How to streamline existing paperwork procedures to cut 
costs and promote effective operation. 
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CONTROLLED RECORD KEEPING 


Record-keeping operations offer an important potential for dollar 
savings in space and equipment. Controlled record-keeping will: 


1. Eliminate useless records 

2. Insure a continuing flow of records from office to storage 

and more often to the wastepaper dealer 

3. Introduce a new-type records center to provide lowest cost 

record keeping 

4. Guarantee instant reference to all records through newly 

designed locator devices. 

Typical results of scientific records inventory and appraisal indi- 
cate that 75 percent of all records turn over through transfer and dis- 
posal. 55 percent are normally sold as wastepaper; 20 percent are trans- 
ferred to new-type records centers. Only 25 percent remain in offices. 


New-type records centers are now achieving efficient records stor- 
age ratios of approximately 5 cubic feet of records stored in each square 
foot of space. This outstanding improvement in the utilization of space 
for storing semi-active records is clearly demonstrated when compared 
to normal storage ratios in offices where only one cubic foot of records 
is stored in each square foot of space. 


Record-keeping controls appeal to management because of the tan- 
gible and measurable results obtainable from the sale of dead records as 
waste paper and from the release of valuable and critically needed 
space and equipment. The program is non-controversial. It renders 
service and builds a sound working relationship between operating per- 
sonnel and personnel administering the records control program. 


The costs of keeping and maintaining records under scientific con- 
trols are strikingly less than the costs of conventional systems. A model 
records center with prompt reference service need cost only 75 to 90 
cents per cubic foot for a year. (These figures include costs of person- 
nel, space, and equipment.) Compare this with the typical cost of main- 
taining records in the office, which is $7.50 per cubic foot per year, and 
with the average storage cost of conventional company systems, which 
is $3.00 per cubic foot per year, and the magnitude of savings becomes 
readily apparent. 


ROBERT A. SHIFF is President and Treasurer of the National Records Man- 
agement Council, Inc. He formerly served as director of the U. S. Naval Records 
Management Center and consultant to the Mayor’s Committee on Management Sur- 
vey in New York City. 

Mr. Shiff, a graduate of New York University and Columbia University, is an 
Adjunct Professor of Records Management and Archives Administration at New 
York University and a member of several professional organizations. 
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CONTROLS ON RECORD MAKING 


“Birth control” on records or streamlining existing paperwork is 
a natural sequel to the installation of record keeping controls. Paper- 
work controls represent a wide field in administrative management as 
illustrated by the following areas: 


1. Forms and reports control. Since business forms and re- 
ports are the tools of the clerical staff, they are obviously 
the way to control clerical operations. Analysis and ap- 
praisal of all forms in use can affect streamlining through 
forms elimination, consolidation, standardization, simpli- 
fication and control. Forms and reports analysis permits 
the design of more effective reporting media so that fewer 
forms and reports can do a better job. Forms and paper 
are cheap, but clerical costs involved in processing each 
piece of paper are extremely high. 

2. Streamlining correspondence. Competent stenographers 
are scarce. Greater stress is now being placed on stream- 
lining correspondence. The attack is on . . . too many 
letters being dictated, typed, reviewed and filed . . . letters 
saying the same.thing over and over. The only answer is 
to analyze existing correspondence in order to increase 
the use of form letters, pattern paragraphs, and other cor- 
respondence shortcuts such as the use of endorsement 
stamps, window envelopes, telegram form in letter writ- 
ing and return of original inquiries in response to routine 
matters, 


3. Quality control of paperwork. This is an effective system 
developed to measure, improve and maintain the quality 
of a repetitive operation. In factory or clerical operations 
it is geared to lower costs through higher quality by using 
established standards and scientific controls. In the area 
of paperwork and record keeping quality control aims to 
achieve and maintain better records, less paper, fewer 
errors and reduced costs. 


4. Other areas include work simplification and procedure 
control, the application of standards to procedures, eyuip- 
ment and supplies, and the control of equipment by meas- 
uring the pulse of utilization and applying comparative 
technical and cost analysis before new equipment is 
selected. 
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GETTING DOWN TO CASES 


The facts thus far mentioned represent a summary, a kind of dis- 
tillation of our research and on-the-job experience. However, the case 
histories of three typical installations will provide a more detailed pic- 
ture of the results that can be derived through proper controls. 


1. The Federal Reserve Banks: The National Records Man- 
ment Council had the privilege of designing and installing 
a new-type records center for the Federal Reserve Bank of 
New York. Council experts used an existing building for 
the center; they simply replanned it according to scientific 
principles. They replaced expensive filing cabinets, trans- 
fer cases and shelving with less costly storage equipment. 

Through inventory and appraisal, through reference 
analysis, records storage standards were set. Useless rec- 
ords were discovered and eliminated. Accurate, speedy 
reference to valuable records was insured through spec- 
ially developed locator devices. These were the results: 

a. $23,000 savings for the first year. 

b. 955 file cabinets and 686 metal transfer cases re- 
leased. 

c. Records storage capacity multiplied by 4. 

d. 78,000 square feet of space released. 

e. Instant reference service to keep records close to the 
using office at below office cost. 


to 


Columbia Broadcasting System: Another typical Council 
installation was at the Columbia Broadcasting System. In 
New York City alone, more than 70 departments of CBS 
were filing and storing 1,500 different kinds of paper and 
records. As you can imagine, the increasing accumulation 
of this material presented serious problems in terms of 
space, equipment and costs. 

In a two-day audit, NRMC evaluated the volume of 
records, file space and equipment in the light of tested 
standards and translated the analysis into actual compara- 
ble dollar costs. 

The standards employed in the audit included: 

a. The volume of records in relation to the 

number of personnel. 

b. The dollar costs for records in office, storage, 

and on microfilm. 
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c. The volume of space and equipment in re- 
lation to the volume of records. 

d. The ratio of turnover of records in com- 
parable organizations. 


CBS management now had the necessary data on 
which to base a decision. It learned that its records in 
cluded an estimated total of 33 million pieces of paper in 
11,323 file drawers which occupied 20,000 square feet of 
valuable floor space. 


The audit also showed that at least 30 percent of its 
files were unnecessary—and itemized where savings 
might be achieved and how much they would be. 

The actual installation resulted in savings of over 
$41,000, achieved through these procedures: 

a. The reduction of new equipment purchases 

valued at $7.000 to $8,000. 

b. The release of 171 steel filing cabinets at a 

replacement value of $15,000. 

c. The opening up of 6,300 square feet of space 

valued at $17,000 annually. 

d. The sale of 1,000 metal transfer cases and 

40 tons of wastepaper. 


Electric Storage Battery: Let us turn now to a manufac- 
turing organization and examine results. The Electric 
Storage Battery Company in Philadelphia also wanted to 
eliminate useless filing, save office space, economize on 
equipment and cut out non-essential microfilming. 

We took a physical inventory of all material so as 
to identify each record by type and location. Then re- 
tention schedules were developed. Decisions as to the life 
span of each record were based on requirements of state 
and federal laws, on the appropriate regulations of govern- 
ment agencies, on the company’s own needs, and on the 
practices of other companies in the same or a comparable 
business. Finally, a new-type records center was estab- 
lished, incorporating the latest devices for making refer- 
ence material available and using safe, low-cost storage 
equipment. 

An immediate result of the new program was that in- 
office filing was cut in half. Before controls were installed, 
6.700 cubic feet of records had been stored in the offices. 
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Analysis showed that 23 percent could be disposed of, 
sold as wastepaper. Twenty-seven percent were trans- 
ferred to the records center. Only 50 percent of the rec- 
ords were needed for daily operations and kept in the 
office. 


Equipment needs were sharply cut. The company 
was able to reclaim for future use the equivalent of 195 
four-drawer filing cabinets. It could freeze the purchases 
of new equipment for three to five years. 


Economy was achieved in microfilming. Careful an- 
alysis of actual needs made it possible to save around 
$6,000 a year on this one operation alone. 


CONCLUSION 

The cases described above sum up the large scale savings and 
improvements that are possible through installing controlled record- 
keeping. Space limitations have made it necessary to skim over the 
benefits obtainable through controlled record-making. Even greater 
savings and higher efficiency result when record-making as well as 
record-keeping is subject to proper control. 


There are three important points that should be made, however. 
One is that records management is a full-time, not a part-time oper- 
ation. Part-time attention to paperwork problems usually means partial 
results. Outside assistance on a full time and short term basis can 
get a complete program off to a successful start. It is a “booster shot” 
and transfers professional know-how to the company’s own personnel, 
so that they can carry on the program by themselves once the experts 
have departed. 


Another fact that the Council always keeps in mind is that no two 
organizations are alike. Each company has its own personality. The 
individual difference of every business organization must be accounted 
for and changes must be tailor-made to meet each company’s require- 
ments. Canned systems are not flexible enough to meet the unique 
requirements of an individual company. The kind of company and the 
conduct of its business are basic guide lines to the development of new 
systems. 


Lastly, no program can be successful without the full support and 
cooperation of management. In each case where the National Records 
Management Council has been asked to advise and assist, the project 
was sparked by top management. When the chief executives of an 
organization are eager and enthusiastic about scientific records manage- 
ment, maximum results are achieved on a continuing basis. 


HOTEL INTERNAL CONTROL SYSTEMS* 


By ANDREW C. KING 
Horwath & Horwath 


The hotel is a familiar part of our daily scheme of living. However, 
there are probably few of us who are familiar with the intricacies of 
the work behind the scenes which leads up to our hotel bill and the 
hotel’s operating statements. In a business where speed is a vital neces- 
sity and where opportunities for fraud and waste are abundant, there 
is a need for a specialized form of internal control. The author leads 
us through a hotel operation and explains the techniques used to effect 
financial control in this interesting business. 


UPPLYING food and shelter to the traveler is one of the oldest fields 

of business known to man. With the ease of travel developed in the 

present century, the hotel business has also grown into a full-fledged 

industry and an important link in commerce and enterprise as well as 
a major contributor to the American standard of living culture. 


SERVICES OFFERED 


While the two services, food and shelter, are the primary and mos\ 
commonly thought of functions of a hotel, there are, in addition, many 
others as you can observe in the hotels right here in town. These are 
made up of the modern hotel man’s proud desire to lead in providing 
the creature comforts, conveniences and niceties that make for fine 
living. Today in a hotel, under one roof, we can find an entire modern 
city, offering not only food and shelter, but also entertainment, shop- 
ping facilities, care of clothing and laundry and such personal and pro- 
fessional services as doctors, stenographers, barbers, beauty operators, 
etc. All of this is developed in an atmosphere of luxury and ease, which 
is the mark of a good hotel. 


Naturally, with the stress laid on making everything convenient 
to the guest, and with the least amount of annoyance to him, you will 
find the accounting system also attuned to this policy—which makes 
for some of the peculiarities in hotel accounting controls. If you have 
ever given thought to the rapid-fire record keeping and internal control 
that is necessary to this policy in a hotel, where every guest automatic- 
ally becomes a charge customer of unexamined credit standing and who 
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might, and usually does, leave at any moment without notice, you have 
no doubt guessed that the system of control is highly specialized in 
certain of its phases. 


The hotel industry is subject to possible extreme fluctuations of 
income from day-to-day and from one period to another. This is prob- 
ably a good place for the famous quotation of the late E. M. Statler, 
who said that “there is nothing as perishable as a hotel room, for if a 
room is not sold it is lost forever.” 


PROBLEMS OF BILLING 


Since the accounting, today recognized as standard for hotels grew 
out of the complexities that are unique to the business, let’s follow for 
a moment the movements of a room guest. 


He may or may not have made a reservation. He arrives, registers 
and goes up to his room. Immediately he has available to him not only 
the conveniences of his own room but also the telephone, bell service, 
valet and laundry service, can have a meal served in his room or down 
in the restaurant, can buy cigars or candy at the lobby stand, and send 
a wire. By now he can easily have run up a bill of $20.00 or more, dis- 
tributed through several different departments of the hotel and all 
within the space of two hours or less, during which time the charge for 
each service and purchase must reach the bill clerk for posting to his 
guest account so that his account will be literally up to the minute, 
ready for his departure at any time of the day or night. Accuracy in 
the billing is just as important as speed, for there is slight chance of 
collecting a charge once the guest is gone—or at least it is an annoyance 
to be avoided, if possible. 


CONTROL MECHANISMS 


You can well appreciate that the swiftness, diversity and credit 
problems involved in a hotel’s transactions made necessary a system 
of accounting which revolves around the focal point of tight internal 
control over income and accounts receivable. To insure such control, 
the urderlying principle is followed, as it is in other businesses, that 
the detail of the work be laid out in such way that no part of the 
accounting procedure is under the absolute or independent control of 
any one person. The work of one employee is complementary to that 
of another, and a continuous daily audit is made of the business. As 
we move on to the audit programs you will note we try to maintain 


ANDREW C. KING is a resident partner of the ae of Horwath and Horwath, 
where he has spent 19 years in accounting and auditing activities. 
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a control of all operations, whether they be expense or income. Some 
functions are complementary to three or four employees—lessening 
the chances of fraud by collusion. 


Let’s take a bird’s eye view of that audit. The auditor's office 
reconciles daily, against the total sales figures, the total charges and 
total cash intake of that day. The controlling sales figures for the 
various departments are obtained from such sources as the hotel room 
sales, the total amount of food and beverages issued from the kitchen 
and bars and checked by machines or written on pre-numbered checks, 
supplemented by the reports from the various other departments on 
their total sales. 


NIGHT AUDIT 


The daily control of accounts receivable is made up at night, the 
night auditor being the key figure in this function. Naturally, when it 
is so necessary to have the guests’ accounts up to the minute, the hotel 
must reverse the usual procedure on posting to the accounts receivable 
by making the posting to the guest’s account as soon as the sale is made 
and by posting to the control sheets and tying them up to the depart- 
mental sales records later. Thus the billing is done during the day by 
the front office cashiers and clerks as the transactions occur, from the 
sales tickets or checks sent to the front office by the various departments. 
The control sheet is made up at night by a daily reconciliation of the 
total charges and total payments to the balances in the receivables 
ledgers. Two ledgers are used: the “guest ledger” which is for reg- 
istered guests living in the hotel and the “city ledger” for non-registered 
patrons who have established credit with the hotel permitting them to 
charge items on services such as luncheons and banquets. 


The night audit functions are about the same for machine control 
and for hand posting. In the machine control, the posting to the ac- 
counts automatically builds up the control figures in the machine for 
each department at the same time as it builds the guest account. In 
hand control the night auditor must build up what is known as a 
‘transcript” of the accounts which becomes the control sheet for the 
day’s transactions. In each instance a daily inventory of the accounts 
is made which must tie up with the reports of the departments as to 
their charge sales and the reports of the cashiers on their collections. 
INCOME CONTROL 2 

When the night audit is finished, the records go up to the auditor’s 
office, where they are again reviewed by the “income controller.” This 
person checks the reports of the departments as to their sales against 
the charge sales reported in the front office and the cash turned in to the 
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general cashier (or “house treasurer” as this position is sometimes 
called). The income controller also checks to see that all sales slips are 
accounted for and that the cash agrees with cash register reading. This 
employee also checks the registration cards, the allowance vouchers and 
the housekeeper’s report of rooms occupied and from these prepares a 
daily report of income and cash, including in it the vital statistics on 
rooms occupied, number of guests, number of meals served, etc., all of 
which is vital to proper control and essential to management in the 
proper conduct of the business. 


Control of rooms income is one item peculiar to hotel business. It 
starts with the prenumbered registration card or sheet under control 
of the room clerk. The clerk at night makes a clerk’s report of rooms 
occupied which must tie up with the charges for rooms shown in the 
night audit. His report is usually taken directly from the ‘ 
which is a visible record in the front office with a pocket for each room, 
so ticketed that it shows who occupied it and the rate. The housekeeper 


‘room rack,” 


makes a report each morning, prepared from the reports prepared by 
her maids or inspectresses, showing the rooms that have been used, 
and this goes first to the auditor’s office to be checked to the income con- 
trol and then to the front office to be checked to the room rack, in order 
that it be up-to-date. This is an independent control of rooms and the 
auditor’s office is necessarily the clearing point, since it is a control on 
the clerk as well as on the night audit. In addition, the front office 
cashier prepares a departure record on her cash-sheet for guests check- 
ing out. The departures as shown by this record and the arrivals as 
shown by registrations become a further check on the rooms occupied. 
All must tie in. If there is any question, the auditor has access to other 
records to verify any suspicions of occupied rooms not recorded, such 
as the bellman’s record which records each errand, showing the room 
number, time and nature of the errand; the telephone record of local 
and long distance calls made to each room; the guest history file which 
many hotels now keep as a means of easing credit relations as well as 
promoting business through direct mail and through niceties of service 
by recording the guest’s peculiar wants. 

We have many rules which have come from long experience in 
controlling transactions in hotels. For instance, we never turn back 
the control reading on a cash register unless it is the type that registers 
the cleared figure on a tape. The register reading is never taken by 
the cashier but always by a representative of the auditor’s office; the 
cashier turns in her cash blind; and the over-and-short is recorded by 
the income controller. We never allow the front office to check the 
housekeeper’s report until after it has been satisfactorily reconciled to 
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the rooms income. The credit man is interested in the accounts over 
three days old and in the baggage reported in rooms by the house- 
keeper’s report. Every sales ticket, registration, etc., is time stamped 
so that the responsibility for a missed transaction can be properly 
traced, for timing is important when the guest wants to check out and 
pay his bill. Proper approval by a second responsible person is de- 
manded on cash transactions, such as tip charges, checks cashed or 
allowances made. 


FOOD AND BEVERAGE CONTROL 

A second highly specialized phase of control in hotels is found in 
the catering department and centers around the control of food and 
beverage costs, commonly called “food and beverage control.” Food 
control is cost accounting applied to the peculiar production and selling 
methods of the restaurant and the internal control functions that go 
with it. The kitchen may be regarded as a manufacturing plant which 
turns out a great variety of products, many of them ordered, manu- 
factured, consumed and paid for—all within an hour. The kitchen 
also prepares finished products for sale in the form of ready dishes. 
It buys many kinds of merchandise for sale in their original form, such 
as fruit, cheese and dry cereals. Since the kitchen deals in highly 
perishable goods, overproduction may mean loss. At the same time 
spoilage and pilferage may also cause losses. 


In food control we center our attention on material costs and their 
control. Although payroll is a large element of cost, it cannot readily 
be analyzed as to the various dishes served and its control must be a 
separate function from that of control of materials. Food control starts, 
of course, with proper purchasing and receiving methods. Thus the 
control starts at the “back-door.” Purchase orders must specify quality 
and grade as well as price and quantity, and the goods received must 
be checked to be sure that they are in accord with these specifications. 
Goods received must be inspected, weighed and counted. Some hotels 
use a “blind-tally” system of receiving, with the bill going to the audi 
tor direct and being checked by him to the receiving sheet, made out 
at the back-door at the time the merchandise is delivered. 

Storage is important and we look for clean and orderly storerooms 
as an aid to control, with frequent inventory checks of the expensive 
meat items and at least a monthly check on.all merchandise, Issues to 
the kitchens are made on properly signed requisitions and are the basis 
of the daily cost figures. 


FOOD COST CONTROL 


Then food control proper gets into play and follows the merchan- 
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dise through the kitchen to its eventual sale or disposal. The gradual 
development of food cost accounting for hotels is a sequence of trial and 
error that extended over a decade, into the late ‘20s. The earliest con- 
trols were hardly more than a knowledge of the daily total costs of raw 
materials used. Curiosity naturally arose as to the make-up of such 
costs; this led to the segregation of costs by such food groups as meats, 
fish, poultry, butter, milk, cream, eggs, vegetables, fruits and groceries. 
The theory behind this kind of segregation was that the ratio of the cost 
of each group to total sales would be fairly consistent. This was helpful 
in the analysis of costs in a smaller house but it was soon evident that 
a better result could be obtained if a practical method could be found 
of grouping both sales and costs on the same basis. 


Costs are determined first for the major production units; the 
kitchen, pantries, pastry shop and bake shop and for butter used in the 
dining rooms. Similarly, sales of these production units are determined 
by analysis of the restaurant checks. Within these sub-departments it 
is possible to allocate sales to the component parts of combination dishes 
so that each main ingredient receives due credit. Cost ratios are then 
determined and are compared with prior results and the costs in other 
hotels to determine efficiency. These are also supplemented by cost- 
tests to predetermine the proper ratio of commodity costs to sales. 


Lately, with clerical help difficult to obtain, a further development 
of the phases of cost tests and predetermination of costs based on the 
major dishes sold has come into vogue and is being tried as a substitute 
method of control. This method is based on using a historical record of 
past sales as a guide to estimating future sales and cost potentialities. 


Proper control of food requires a good knowledge of food, including 
its care, knowing the losses in butchering and cocking, (called the 
“vield”) and determining the best specifications on raw products for 
the type of meal to be served. It is necessary to maintain a constant 
watch on the merchandise from the time it is received until it is sold. 


The control of the storeroom is supplemented by means of a 
monthly reconciliation of the physical inventories with the inventory 
figures computed by means of the receiving sheet and requisitions. 


BEVERAGE CONTROL 

The control of beverages is based on the principle that every unit 
has a basic sales value. The control in Texas, for example, is simple 
in that it means unit control by bottles. For sales of liquor by the 
drink, as in New Orleans, we have to determine potential sales by the 
size and price of the straight drink and the formula used in mixed 


drinks. 
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RATIOS AND STATISTICS 


Payroll control, control by meter readings on utilities and work 
order control on maintenance, labor and materials are all familiar to 
you as they do not differ materially in a hotel from methods used 
in factories or in mercantile establishments. All of you deal in ratios 
and statistics. Hotels, likewise, use these as yardsticks of performance. 

Prior to the adoption of the Uniform System of Accounts for hotels, 
there was a wide difference of opinion regarding the account classifica- 
tions, allocations of overhead expense and report presentation. Conse- 
quently, there was no industry-wide basis of comparing results; more- 
over, hotels were reluctant to exchange information. With the adoption 
of the uniform system and its general use by progressive hotels, a basis 
of comparison was furnished and considerable data on the hotel in- 
dustry is now available. Each hotel has two yardsticks—its own oper- 
ating ratios established by prior experience and median ratios of repre- 
sentative hotels in the industry. 

Ratios of 100 representative hotels of varying types and sizes, are 
still confined to a fairly limited range from an average low to an aver- 
age high for any particular item. In other words, an operating ratio 
is a fairly good common denominator for hotels. 


Some of the more common ratios and statistics used by hotels are: 


Percentage of operating profit to room sales and total sales. 

Ratio of total payroll to total sales. 

Percentage of occupancy. 

Average daily rate per room 

Average food sale per order. 

Food cost per dollar sale. 

Beverage cost per dollar sale. 

Number of rooms per maid per day. 

Number of meals per man-hour. 

Merchandise inventory turnover. 

Departmental room expenses per room per day. 

Expense ratios to room sales and total sales. 

These are just a few examples of the ute of statistics in the hotel 
business and statistics show a remarkable consistency over an eight- 
year period. They indicate that hotel earnings (believe it or not) are 


down from the post-war period. 


Food sales are lower, not in amount, but in ratio to increased room 





So. The Internal Auditor 


sales. Beverage sales were at their peak during and immediately follow- 
ing World War II. The food and beverage costs per dollar sale show 
only a nominal fluctuation, showing that sales adjustments were made 
as costs increased. ; 


Other ratios are also fairly steady, but the trend of expenses is 
steadily upward. Generally, hotels individually have done a fairly 
good job of comparing results and analyzing trends. However, it looks 
as though the time is now at hand when hotels are meeting sales re- 
sistance and cannot continue to absorb increasing costs by raising prices. 
This, in turn, will lead to greater attention to operating ratios and, 
probably, a greater spirit of competition. 








THE INSURANCE FUNCTION AND 
ITS AUDIT’ 


By KENNETH N. CERVIN 
Minneapolis-Moline Company 


There are many questions that arise in connection with the audit 
of the insurance function. The author analyzes various types of in- 
surance coverage and outlines a plan for audit procedure when handling 
certain aspects of these coverages, which include fire, the business inter- 
ruption group and the “Crime Group.” 


NY audit requires some familiarity with the audit subject. There- 
fore, before discussing the audit of the insurance function, we will 
briefly review some principles of insurance and the more widely used 
coverages. 
PRINCIPLES OF INSURANCE 

Insurance is essentially protective. It is intended to take the gam- 
ble out of the insurable risks and perils to which business enterprise is 
subject. A well developed insurance program contributes stability to 
the business enterprise. Insurance is the difference between certainty 
and uncertainty. Insurance is based on the law of numbers. Predicting 
the outcome of one toss of a coin is uncertain. Toss a coin a thousand 
times and certainty and predictability replace uncertainty and unpre- 
dictability. 

The insurance policy is a legal contract. It contains all of the es- 
sential elements of a contract including consideration and at least two 
parties, and obligations of performance are placed on all parties con- 
cerned. Insurance is a broad technical subject involving the professional 
fields of law, engineering, actuarial science, investments and others 
perhaps to a lesser degree. While insurance is technical and basically 
scientific, its administration is more of an art than a science. There is 
considerable general opinion to the effect that insurance is highly stand- 
ardized. Governmental regulation does contribute substantially to uni- 
formity, but within this legislative framework competition is keen and 
insurance markets are continually changing to meet varying industry 
needs. There is a great deal of give and take in the day-to-day relations 
between agents, companies and insurance buyers. Buyers requests re- 
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ceiving an emphatic ‘No” today may receive an enthusiastic “Yes” 
tomorrow. There are many forces and influences at work beneath the 
veneer of standardization so that it may be said that change and fluidity 
are dominant characteristics of the insurance industry. 


TYPES OF COVERAGE 


A successful insurance audit requires that the auditor have at least 
an elementary knowledge of the insurance coverages and forms avail- 
able. Perhaps the first one that comes to mind is the fire insurance 
policy. The standard fire insurance policy affords protection to the 
insured against the hazard of fire and those perils coming under the 
extended coverage group which are usually lightning, riot, civil com- 
motion and malicious mischief, explosion, aircraft, vehicle, smoke, 
windstorm, hail and sprinkler leakage damage. Protection against the 
explosion peril does not include the explosion of boilers or vessels under 
pressure. 


Perhaps the most interesting and also the most complex of cover- 
ages are those coming within the business interruption group, of which 
there are several principal forms. Essentially the business interruption 
policy is intended to reimburse the insured for loss of profits and for 
those expenses which continue during the business interruption which 
would have been earned had no interruption occurred. One of the 
business interruption policies covers substantially the same perils as are 
designated in the standard fire policy. Another is the boiler and ma- 
chinery policy which covers interruptions caused by accidents occurring 
to boilers, unfired pressure vessels, electric motors, air-compressors, 
transformers and miscellaneous electrical apparatus. The boiler and 
machinery coverage also covers the cost of repairing direct damage re- 
sulting from accidents to insured objects. 


The policy forms just mentioned pretty well account for those re- 
lating to the protection of physical assets and profits with the exception 
of vehicle damage, destruction of valuable papers and records and per- 
haps a few others which need no special mention here. 


Business enterprise needs protection against the liabilities imposed 
by statute. All states have laws requiring that the employer shall pay 
the employee compensation for lost time and medical expense resulting 
from work-incurred injuries and occupational disease. There are two 
basic insurance forms available for protection against this statutory li- 
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ability; one is a standard uniform rate plan and the other a retrospective 
rating plan. Retrospective rating is a cost-plus plan with a limitation 
on the maximum amount the employer would have to pay. 


No business can afford to be without public liability insurance. 
The form selected may be the standard form covering bodily injury 
and property damage or the broader comprehensive form which would 
include, in addition, contractually assumed liabilities, products liability, 
libel and any other claims or actions relating to and arising from oper- 
ation of the business. 


Another important group of coverages is the one often referred to 
as the “Crime Group.” This group concerns such insurance as the 
employee fidelity bond, depositors’ forgery bond, money and securities, 
burglary and a few others less commonly used. The employee fidelity 
bond protects the insured against dishonest and fraudulent acts com- 
mitted by its employees. The depositors’ forgery bond covers loss 
through forgery or alteration of checks, drafts, promissory notes or 
other negotiable instruments. Money and securities insurance provides 
protection against the loss of money and securities caused by actual 
destruction, disappearance or wrongful abstraction and loss of or dam- 
age to other property caused by robbery or felonious entry. 


Employee group insurance and sometimes pension plans are recog- 
nized as a part of the insurance function. As everyone has had some 
personal experience with these subjects it will suffice merely to mention 
them. 


In presenting this review of coverages it was necessary to be brief, 
and those mentioned do not represent all insurance forms available. 


AUDIT PROCEDURE 


Industry and company differences make it impossible to outline a 
specific audit procedure to be followed when auditing the insurance 
function. It is possible, however, to be specific about certain aspects of 
the coverages which have been mentioned. 


From your experience with other audits you know that perspective 
and approach are important to a successful audit. The insurance audit 
is no exception. In fact this audit may require even more attention to 
pre-audit thinking and perspective than many other audits. 

As a beginning, attempt to view the insurance function from top 
management's position and in terms of the insurance manager’s or 
buyer’s responsibility. An insurance manager may have many duties 
and responsibilities but a distillation into a brief statement produces 
the following, “The insurance manager is responsible for the purchase 








36 The Internal Auditor 


of insurance in amounts and in forms necessary for the protection of 
the business against those insurable hazards and perils to which it is 
exposed.” Preparing an “exposure list” before beginning the audit can 
be very helpful, not only in conditioning thinking preparatory to mak- 
ing the audit but also for use as a scope and progress guide after the 
audit is underway. This exposure list need be nothing more than a geo- 
graphical and topical listing of properties together with perils and 
hazards. As the audit progresses you will probably discover that the 
exposure list was incomplete but, by the time the audit has been com- 
pleted, it will have been so amended that it represents a record of your 
company’s policy or insurance. 


The first step in making the audit will be to prepare a schedule of 
insurance in force. This wil] be done by reviewing the insurance poli- 
cies. List policies by type groups, showing the amount of insurance in 
force, rate, effective date, expiration date, property or risk covered. 
This schedule of insurance can then be reconciled with the exposure 
list previously prepared and differences between them can be cleared 
up. Next the amounts of insurance in force are to be verified. At this 
point the auditor encounters one of the more challenging aspects of the 
assignment. He is confronted with such terms as coinsurance require- 
ments, statutory requirements, limits of liability and other phrases con- 
cerning the amounts of insurance carried. The establishment of insur- 
able values for fire insurance purposes is a unique problem in itself. 
Some insurable values are determined by an appraisal made by an in- 
dependent firm specializing in this service. Others may be book values 
and a third group may have been established by the process of collabor- 
ative judgment between top management, the insurance department 
and the broker or insurance company. Regardless of the manner in 
which the insurable values or the limits of liability were determined 
they should be verified to establish that the company’s assets and work- 
ing capital are adequately protected. There are several tests that can 
be used to ascertain the adequacy of the insurable value of buildings, 
furniture, machinery and equipment. Finished goods inventory should 
be no problem as it probably is valued at the selling price; in any event 
the basis used should be easily ascertainable. If items of the first group 
have been appraised by an outside firm within the last several years 
the chances are very good that the amount of insurance carried is ade- 
quate. If the appraisal was made by company employees the auditor 
should familiarize himself with the methods that were employed. In 
this respect the auditor is obviously at somewhat of a disadvantage un- 
less he should also have had some training in this field. Nevertheless, 
anything which appears to be unreasonable can be further questioned 
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and discussed with the insurance department. If book values only are 
used for determining the amount of insurance in force the chances are, 
under present conditions, that the amount of coverage is inadequate. 


If appraisals are not made periodically by an outside firm special- 
izing in this type of service it probably would be worthwhile to make an 
examination to determine that all insurable values are a matter of rec- 
ord. Such record or records should contain a description of the items 
and their insurable value. In the event of loss the insurance policy re- 
quires that the insured submit proof of loss to the insurer, usually 
within 60 days from date of loss. The proof of loss is an itemized, 
sworn statement of loss. Obviously, if an appraisal or other accurate 
records of value are not available, it will be most difficult to execute 
the proof of loss. In the absence of such records it will in all proba- 
bility be necessary to enter into extensive negotiations with loss ad- 
justers to arrive at mutually acceptable loss figures. Under this circum- 
stance, the insured is obviously at a disadvantage as the responsibility 
of proof is upon him. 


It becomes apparent then that appraisals serve a dual purpose. 
First, they are the basis for determining the amount of insurance to be 
purchased or carried and, secondly, appraisals are used for describing 
and valuing the items which have been damaged or destroyed and for 
which an insurance claim is going to be made. 


COINSURANCE 


Probably this is the appropriate point at which something should 
be said about coinsurance. Fire insurance policies frequently carry a 
coinsurance stipulation. 90% coinsurance simply means that the in- 
sured agrees to carry an amount of insurance in force which is not less 
than 90% of the insurable value. Coinsurance is a policy provision 
whereby the insured can obtain maximum coverage at a minimum 
premium rate and which produces an adequate premium for the in- 
surer. Without coinsurance an insured may want to gamble and only 
insure 40%, say, of his total value. This places the insurer at somewhat 
of a disadvantage with respect to premium income and the insured is 
gambling that he won’t have a loss exceeding 40%, of value in the inter- 
est of premium economy. So insurers have offered coinsurance at a 
greatly reduced rate in exchange for the insured’s agreement to carry 
not less than 90% of coverage to value. ~ 


To illustrate the operation and application of coinsurance where 
the 90% requirement has not been met, let’s assume a partial loss has 
taken place. In this hypothetical case the insurable value of the par- 
tially destroyed building and its contents is $5,000,000 and the loss 
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amounts to 50% or $2,500,000. Under a 90% contract the amount of 
insurance required to be carried is $4,500,000. In adjusting the loss it 
is determined that instead of carrying $4,500,000 of insurance the in- 
sured had but $3,375,000 or three-quarters of what he was required to 
carry. Consequently, the coinsurance penalty would be invoked. In- 
stead of recovering 100% of the $2,500,000 loss the insured will recover 
75% of that amount or $1,875,000. The dollar penalty for failure to 
live up to the coinsurance agreement is $625,000. 


VERIFYING INSURANCE AMOUNTS 


In verifying the amount of fire insurance, special attention should 
be given to the handling of machinery and equipment acquisitions and 
disposals. Unless an effective procedure has been set up it is possible 
that new acquisitions are not insured and that items which have been 
disposed of are still insured. 


Determining the amount of fire business interruption insurance to 
be carried depends on the type of form used. Regardless of the type of 
form used, the amount of insurance is predicated on anticipated opera- 
tions of the future, usually the next 12 months. Here it will be neces- 
sary for the auditor to determine that the most recent budget data have 
been used to establish the amount of insurance to be carried. From here 
on verification is relatively easy as it is just a matter of following the 
formula called for on the policy form in use. 

Boiler and machinery business interruption values are somewhat 
more difficult to verify. I won't attempt to explain this with respect to 
all objects that may be covered. For this purpose a boiler and an air- 
compressor will be suitable. The same basic operational data are used 
here as in the case of fire business interruption—namely, future expec- 
ted profits and continuing expense that would have been earned if no 
interruption had occurred. The complexity arises in connection with 
establishing the period that the business may be interrupted as the 
consequence of a boiler explosion or the flywheel on the compressor 
exploding. The first consideration is the length of time it would take 
to replace the boiler or to repair the air-compressor. The second con- 
sideration is the length of time it would take to repair probable second- 
ary damage that may be caused by the exploding boiler or air-com- 
pressor flywheel if such secondary damage is severe enough to result 
in a business interruption. In connection with this verification, about 
all the auditor can do is satisfy himself that amounts of insurance have 
been intelligently arrived at by qualified people. We recently renewed 
our boiler and machinery insurance, and our exposure was determined 
through a joint survey made by our engineers and engineers represent- 
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ing the insurance company. Their findings were reduced to writing and 
made a part of my insurance file and used to determine the amount of 
insurance to be carried. 


The amounts of workmen’s compensation insurance to be carried 
are determined by statute except for catastrophe exposure. But there 
are two points the auditor should be especially concerned with. First, 
make sure you have insurance for each state in which you have em- 
ployees. Secondly, the maximum limit of liability should be sufficient 
to cover catastrophe exposure. For example, if you have but two sales- 
men in a certain state the statutory limit of, say, $18,000 may be suf- 
ficient. That amount would not be sufficient in a state where you have 
a factory employing 1,000 workers. An explosion at that factory may 
kill a dozen men and maim a score. In that state you may need 
$1,000,000 or even a $2,000,000 limit of liability. 


There usually is a considerable difference of opinion about the 
amount of public liability insurance to be carried. About all the audi- 
tor can do here is satisfy himself that the method used for arriving at 
the amount carried is reasonable. A number of factors should be con- 
sidered such as the hazardousness of the business, public exposure, fi- 
nancial ability to pay and others which may have some bearing. 


Determining the amount of the employee fidelity bond is also al- 
most always controversial. There are some formula advocates and, of 
course, there are a number of formulas. One of them is 5% of current 
assets. However, formulas may not be too helpful as there are wide 
variations of exposure among companies within given industry groups. 
If you don’t already know this, it may be of interest. Carriers writing 
employee fidelity bonds are taking an increasing interest in their in- 
sured’s internal auditing programs. Speaking from experience, we 
changed bond carriers a little over a year ago and I had to submit a 
comprehensive report on internal control and internal auditing. Car- 
riers consider those insureds having an effective internal audit program 
to be better risks because of the reduced exposure resulting from in- 
ternal auditing. 


Determining the limit of liability under the depositors’ forgery 
bond and money and securities insurance is relatively simple, merely 
being a matter of making an exposure analysis. Upon our last renewal 
of these coverages this exposure analysis consisted of a listing of bank 
accounts, working funds, petty cash funds, etc. by location and then, 
on the basis of this, deciding the amount that should be carried. 


No insurance audit would be complete without an examination of 


the handling of group insurance. This can be quite involved. The 
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premium report made to the insurance company is the essence of this 
audit. It should be verified by reconciliation with individual enroll- 
ment cards and payroll deductions and cash payments made. The 
handling of cash payments by laid-off employees or those on-retirement 
who are permitted to continue their insurance temporarily or per- 
manently should receive particular attention. This audit should be 
made with the view of determining that premium is collected and paid 
for all insurance authorized by employees, in short, that premium paid 
to the carrier does not exceed authorizations nor is deficient. 


Up until this time no particular point has been made of insurance 
rates. And, of course, an auditor is very much concerned about price 
and cost. Rates should be examined during the examination of the 
policies. Rate changes should be noted and reasons for the changes 
should be ascertained. At the time of noting rate changes the auditor 
should also determine that management has been notified of the 
changes. The rate audit should include a check of the insurance ledger 
to be sure that insurance expense is being properly charged. 

The auditor may find that coverages have been changed, or he may 
find that a coverage has been terminated or a new coverage entered into. 
When this is discovered he should determine that such changes have 
been approved by management. It may also be discovered that insur- 
ance has not been purchased for an insurable risk. If approved by 
management, the auditor should review the basis on which the non- 
insured or self-insured policy was approved to satisfy himself of the 
reasonableness thereof. 


SUMMARY 
In summary, I suggest that the auditor keep certain major objec- 
tives and points in mind when making the insurance audit. He should: 
1. Reconcile existing insurance coverages with those risks which 
can be insured; 


to 


Determine that current coverages in force and rates charged 

have been approved by top management; 

3. Determine that values insured are adequate and that disposals 
and acquisitions are currently reflected; 

4. Review all insurance methods, procedures and departmental 
policies; 

5. Recognize that auditing may have some limitation of qualifica- 

tions to judge and evaluate insurance matters and secure tech- 

nical assistance when needed. 


THE NEW LOOK IN INTERNAL 
AUDITING’ 


By DAVID J. DAWSON 


Boston Edison Company 


The author examines the internal auditor’s approach to internal 
auditing. Is his thinking keeping up with modern trends? Does he 
realize the implications of present-day standards of auditing? Should 
he not reappraise his attitude toward objects, approach and benefits? 
This provocative and stimulating review should encourage the internal 
auditor toward a little healthy introspection. 


UDITING is alive today! We've doffed the green visors and thrown 

out the roll top desks just as much as any other group in the com- 
pany. We're growing with our companies—through the age of cross 
country gas transmission lines and atomic energy plants; of electronic 
computers, advanced human relations techniques and of management 
control. While the range of growth in internal auditing admittedly 
is making uneven progress, I dare say that a similar statement could 
apply to most any segment of a utility organization. However, that is 
no argument for maintaining the status quo, for the thinking within 
the industry must be keyed to the ultimate need for an:! 
ideas. 


use of advanced 


Consequently, many more internal auditors must justify their 
usefulness in terms of progressive management and auditing thinking. 
To do so it is imperative that they shed the cocoon of confinement 
wherein they were wrapped during the heyday of the Charleston, Pro- 
hibition or the Model T, and take on the new look in internal auditing. 
This new look of which I speak is threefold: in objective, in approach 
and in benefits. Let me first discuss: 


THE NEW LOOK IN OBJECTIVE: 

In theory, the field of activity wherein the internal auditor may 
function is extensive; in practice his activity has been seriously lim- 
ited—limited to such a degree that if he extends his efforts beyond the 
confines of a routine checking function, he becomes suspect. It’s an- 
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other case of the entitlement to a right being questioned because of the 
lack of the exercise of that right. 


And what is the legitimate field of activity of the internal audi- 
tor? It is the field of internal control. The American Institute of 
Accountants states that: 


“Internal control comprises the plan of organization and all of the 
coordinate methods and measures adopted within a business to 
safeguard its assets, check the accuracy and reliability of its ac- 
counting data, promote operational efficiency, and encourage ad- 
herence to prescribed managerial policies.” 


As you can see, internal control encompasses the entire range of 
company activity. 

In 1947, the then recently formed Institute of Internal Auditors 
issued a Statement of Responsibilities of the Internal Auditor stating 
the nature of internal auditing to be as follows: 


“Internal auditing is the independent appraisal activity within an 
organization for the review of the accounting, financial and other 
operations as a basis for protective and constructive service to 
management. It is a type of control which functions by measuring 
and evaluating the effectiveness of other types of control. It deals 
primarily with accounting and financial matters, but it may also 
properly deal with matters of an operating nature.” 


It may be asked: “Doesn't this go beyond the scope of an auditor's 
function?” Of course it does—if your concept of internal auditing is 
limited to the functions performed by the auditing staffs of the twenties 
and thirties! 


Admittedly the nature of internal auditing as outlined is very 
broad. And further, I admit that relatively few internal auditing de- 
partments in our industry perform their function in a manner which 
would resemble the nature envisioned. But that is no reason to conclude 
that since they don’t now do it that they never should or never will. 


The Institute of Internal Auditor’s statement then continues: 


“The overall objective of internal auditing is to assist management 
in achieving the most efficient administration of the operations of 
the organization.” 
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Now, if there is any single word in the previous quotations which 
rankles in the breast of a non-auditor it is the word “operations.” And 
to further the cause for distress, there has arisen within the internal 
auditing profession the term “operational audits” to characterize the 
type of audits which extend beyond the confines of the previously ac- 
cepted limits of an auditor’s scope wherein the constructive as distinct 
from the protective phase of auditing is emphasized. We use the term 
in the American Gas Association and Edison Electric Institute. Perhaps 
some of you have reviewed the operational audit releases published re- 
cently as a result of the efforts of the Internal Auditing Committee. 
While the choice of the word “operational” has disadvantages, it would 
be stimulating, if, when an auditor approaches line or operating per- 
sonnel with the idea that he would like to perform an operational audit, 
they wouldn't react as though we were about to perform surgery! 


However, the word frequently seems to trigger a reflex action 
which asks: “Just how far is the internal auditor going to go? Is he 
going to dictate how to wire an IBM board, run the customer accounting 
department, operate a generating station or the gas transmission line?” 
If he’s smart he won't. He doesn’t normally possess the qualifications 
to do any of these things. But, he is a specialist in internal control. And 
one of the instruments of internal control, for example, is reports, which 
do fall admittedly into his sphere of action. Operating reports provide 
management with the mirror of field or station performance. Often- 
times, they provide the auditor—depending on his qualifications—with 
a source of information which may allow him to ask questions which 
can be disarmingly intelligent; questions and tabulations which fre- 
quently provide the stimulus for departmental self-analysis. For ex- 
ample, an auditor could provide work papers which would allow an 
operating man in the stores department to note that he had supplies of 
damaged material awaiting repair and using up valuable space when 
his facilities to repair that material were inadequate. The auditor in 
that case simply calls attention to the fact—he doesn’t make a decision 
to do this or that. There may be definite reasons why it is better to 
maintain the status quo—the operating man makes that decision and 
his prerogatives must be respected. However, the facts which the audi- 
tor elicits frequently emphasize effective or ineffective performance 
not previously recognized. 

Speaking of operating or line functipns, perhaps this is as good a 
place as any to prove to you we mean what we say when we claim that 
operating functions should not be intermingled with staff functions. 
There will be precious little time to perform the operational type audits 
of which we feel we are capable if the staff is constantly reconciling 
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bank accounts, counting stock, performing pre-audit work or providing 
per se an annex to the outside auditors staff. These are line operations 
and should be performed by personnel associated with line groups. The 
continued use of auditing department personnel to perform such work 
is probably one of the major reasons why their performance of any 
other type of work stimulates the chill wind which I mentioned earlier. 


Basically then, the new look in objective, centers around the con- 
structive rather than the protective phase of auditing. To be specific it 
is the phase which allows the auditor to review and appraise: policies 
and plans in the light of related data; internal records and procedures 
in terms of adequacy and effectiveness and, performance under policies, 
plans and procedures, ultimately to further the interests of the organiza- 
tion. Make no mistake however, that such an objective is to be attained 
to the complete exclusion of the fundamental protective phase with 
which you are already familiar. 

To qualify for the performance of the constructive phase of in- 
ternal auditing let me now discuss: 


THE NEW LOOK IN APPROACH: 


With this added scope which we envision, naturally there are ad- 
ded responsibilities. These responsibilities appear to lie in the direction 
of people. Auditing is alive in that it is growing and in the direction 
of its growth—towards people. We are no longer in a position to be 
colorless figure-checkers. Consequently, we are developing the two 
characteristics of most top-flight professional men, which Mr. John L. 
Carey, Executive Director of the American Institute of Accountants 
observed in those of his acquaintance, namely, solicitude and inde- 
pendence. Solicitude, he described as the evidence of a desire to help, to 
relieve the client of care, to take responsibility. Independence, the abil- 
ity to speak firmly when the client is wrong. Solicitude breeds trust. 
Independence breeds confidence. These qualities, added to basic com- 
petence, can make a professional man almost indispensable to his client. 
Mr. Carey did not refer to internal auditors in his remarks, but I will 
take the liberty to include them. And I will carry his remarks just a 
bit further to emphasize that these requisites must be in a single pack- 
age. For solicitude without independence would eventuate in fawning 
and ultimate lack of respect. Independence alone may well result in 
apprehension and lack of trust and certainly no confidence in the minds 
of those in contact with the auditor. But there are various interpreta- 
tions of this word. 


The type of independence needed is that which allows one “to dis- 
agree without being disagreéable.” Here is an actual example: In a 
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company wherein the internal audit staff had begun an audit, it was 
necessary to withdraw before the completion of the work. Some months 
later they were requested by the department head to return and begin 
anew the interrupted audit. Sufficient headway had been made previ- 
ously to allow the following memorandum to be written to the depart- 
ment head concerned: 


“We discussed with a representative of your department the ques- 
tions which arose in our minds with respect to performing another 
audit at this time. We felt that unless we could be assured that 
remedial action would be taken within a reasonable time after our 
audit, we would be expending more efforts than results would 
justify. We consider this true because, we believe. (based on our 
previous experience) that our current opimions as to the problems 
requiring attention will not differ substantially as the result of an 
additional audit. 


Also, if we are to perform the audit now there are certain require- 
ments to be met which we believe essential to its ultimate success. 
Those requirements are: 

1. Your Department to publish a written policy with respect to 


need for prompt and accurate preparation of reports. (This 
had never been done before). 


to 


Your Department to assign a supervisory employee with au- 
thority to work with the auditing personnel. 
3. Your Department to provide a written statement of responsi- 
bilities for: 
a. Employee who prepares reports. 
b. Employee who reviews reports. 
c. Supervisory employee who would coordinate 
the above functions. 
Assuming these requirements are met, we would be more than 
willing to begin again our previously interrupted audit.” 
This memo was not meant to be an ultimatum. And it wasn’t in- 
terpreted as one—it was received with respect, complied with to the 
letter and, I understand, harmony reigns supreme. 





But this independent stand was not easily won. The auditing per- 
sonnel had to approach this job with cautfon. In the early stages polite 
pressure was needed and for that matter is still needed; tactfulness and 
diplomacy were essential. It required a willingness to assist in many 
phases of the program; proper timing, respect for the chain of com- 
mand, and the recognition that basically the vast majority of people do 
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a good job, want to do a better job and feel inhibited when conditions 
arise which prevent this outlet for the desires which are natural to 
them. Now I ask you, does this sound like the auditor of the twenties 
or thirties talking? A job of this nature, however, is not accomplished 
by the auditing staff warming the seats of their pants. 


To complete the package basic competence is needed. Quite often 
this ability is overlooked because of the direction in which it is chan- 
neled. If it is channeled exclusively toward the ascertainment of the 
reliability of accounting and statistical data, then there is no chance 
for developing the qualities necessary to reviewing and appraising per- 
formance under policies, plans and procedures. We must develop an 
approach—a bedside manner, if you will; but to develop it we must be 
allowed to pursue expanded objectives. This permission is within the 
capacity of the person to whiom the auditor reports to give or withhold. 
If he gives it, he takes fuller advantage in most cases of the usefulness 
of a staff which frequently includes a CPA at the head, college grad- 
uates, business school graduates and men of long experience in the 
company. The mixture and quality of the above ingredients varies 
from company to company, but in nearly every case there is youth, 
confidence, experience, and objectivity. Coupled with the ability to 
cross departmental lines, these assets represent a source of usefulness 
which is often mired in the sticky mud of heredity and the reluctance to 
change. The third and final phase is: 


THE NEW LOOK IN BENEFITS: 


In order that top management may be induced to reevaluate their 
concept of the objectives and use of the internal auditing department, 
if such be needed, and in order to stimulate the concept that the internal 
auditor can be of assistance to department heads of areas undergoing 
audit, let me outline some of the benefits which I feel will accrue to 
the company as a whole with an expanded use of this department. 

First, the company has available the services of a department 
which could be in a greater position: to serve as the training ground 
for future junior executives, giving them company-wide background; 
to develop men with an approach which would be mellowed toward 
personalities and objective toward goals; to provide men with experi- 
ence and ability to obtain facts in an organized fashion and develop 
facility in expression of ideas which would be constructive, enthusiastic 
and contain the freshness of an outsider’s view; to cultivate a group 
whose opportunity to appraise policies, plans and procedures eften re- 
sults in recommendations for improvement; to make available a group 
which can foster thinking in company-wide terms; and as one writer 
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mentioned, to provide the only group having direct liaison with top 
management that can operate effectively at the lowest management 
echelons. 


Secondly, it provides the department heads with many benefits 
corollary to those just mentioned, taking such forms as: an independent 
and objective outlet whereby legitimate problems may be called to the 
attention of vertical and horizontal management levels allowing recog- 
nition and possible solution; a means for stimulating departmental self- 
analysis, often resulting in the elimination of clerical and sometimes 
physical work which heredity—not necessity—dictated; a source of 
proper and useful information relating to methods used by similar de- 
partments to solve similar problems; the use of a group which should 
have facility in methods for obtaining and presenting facts indicating 
the need for line management to tighten the operating belt. 


IN CONCLUSION: 


I want to emphasize that nearly all of the benefits mentioned are 
predicated on a trained stafi—a staff schooled in the fundamentals of 
auditing techniques which can be gained only through experience in 
the performance of the protective or first phase of internal auditing, 
plus the willingness to accept the challenge of new ideas and methods 
such as the application of scientific sampling to audit programs, the ex- 
ploration of human relations techniques and the like. 


Having fulfilled these requirements it would seem a waste of talent 
if the internal auditing staff should be likened to those in the verse 
which reads: 

“Who learns and learns, yet does not what 
he knows, 
Is one who plows and plows and plows, 
but never sows.” 


Why not take advantage then of the opportunity to sow the seeds 
of the new internal auditing in your company. I believe top manage- 
ment, lower management and ourselves would all be better for it. 











NATURE AND SCOPE OF INTERNAL 
CONTROL’ 


By ASHLEY FORSTER 
Ashley Forster & Company 


This article opens with an interesting discussion of the develop- 
ment of internal control ideologies, thereafter analyzing and defining 
its modern ramifications and exploring, in particular, the field of non- 
accounting controls. This comprehensive approach will merit study by 
the internal auditor, both to refresh his thinking and to offer new 
thoughts in that area of auditing which extends into non-financial 
operations. 





FORWARD 


N IDEA is abroad that internal control is “new,” that it is a mod- 
ern development. There is also a considerable diversity in views 
currently held as to what constitutes internal control. 


Some regard it as nothing more or less than a system of internal 
check, confined within the framework of the accounting system; others 
again, under the influence of American thought on the matter, concede 
that it extends into the field of management. Internal auditing is viewed 
generally as a separate function which merely takes over the checking- 
in-detail not carried out by the external auditor. 

To hold to such concepts is clearly to misunderstand the real nature 
of internal control. 


INTRODUCTION 


In this paper we shall first examine the origins and development 
of internal control and dispel the illusion that it is a “new” or modern 
technique. We will find, as we examine the terms currently used, that 
there is scope for clarification and a need for a better definition of 
terms. 

We shall conclude that internal control is a wider concept than 
current writings on the subject would seem to suggest—it extends be- 
yond the boundaries of the formal accounting system. 

*Reprinted from The Australian Accountant. Address delivered at a meeting of the 


Sydney Chapter of Tue Institute or INTERNAL Avupirors. 
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Some suggestions are made, as a guide, in the formulation of policy 
leading to the development of an adequate system of internal control. 
At this point some emphasis will be placed upon the non-accounting 
controls, to strengthen an appreciation of the more modern concepts in 
this field. (The treatment of the subject matter throughout is not to be 
regarded as being exhaustive in character.) 


EARLY FORMS OF CONTROL 


The earliest clear illustration of internal check that I am aware of 
was found among pictures drawn on the walls of the tomb of Chnem- 
hotep—dating back to about 3500 B.C. Other examples go back to a 
time contemporary with the monument discovered at Susa on which 
is inscribed the code of laws promulgated by Hammurabi. 


It seems clear enough that if we go back to the Chaldean-Babylon- 
ian Empire, said to have had the first regularly organized government 
in the world, we find evidence of “accounting records”; evidence of “in- 
ternal check”; and evidence of “auditing” which has origins contem- 
poraneous with accounting; (although in those cases they differed in 
nature from the present-day content of those terms.) Babylon was, from 
the remotest antiquity, the chief commercial centre of the East. 


The Egyptian scribe prepared his accounts on papyrus with a 
calamus. There are numerous documents which have come down to 
us showing how the accounts were kept in the “house of silver” and in 
similar departments; the minutest details of amounts received, from 
whom and when, and details of use and application are all conscien- 
tiously set down. 


The pictures in the tomb of Chnemhotep indicate that the scribes 
were present on all occasions whether it was silver being received and 
weighed in, or corn being received into store or measured out. “ 
they squat on the ground, with the deed box or the case for the papyrus 
rolls by them, a pen in reserve behind the ear, and the strip of papyrus 
on which they are writing in their hands.” 


When corn was brought to the store the sacks were filled in the 
sight of the overseer and noted down. When carried to the roof of the 
storehouse and emptied through the receiving opening, the scribe sta- 
tioned there recorded the number received. One official’s records were 
thus made to check those of another. 


Some form of check upon the fidelity of persons entrusted with the 
property of another has been practised since the crudest beginnings of 
community life. 
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Not only the Egyptians but also the Greeks provide us with evi- 
dence of it; the accounts of all public officials in Greece being scruti- 
nized at the expiry of their period of office by checking clerks. 


The Romans, in the times of the Republic, recognized clearly the 
distinction between the custodian of cash funds and the official who 
authorized their expenditure; they developed a detailed system of 
checks and counterchecks amongst these officials. 


In Italy, in the middle ages, the transactions of a cashier appear to 
have been checked by means of a separate record kept by a notary. 
The same method of checking was employed in England by the Chan- 
cellor. 


In fact, in earlier days three separate records were kept: one dic- 
tated by the treasurer, a second written out by the chancellor’s clerk, 
and a third kept by the King’s representative. They were indepen- 
dently kept records; they were audited each year, and each page marked 
“pb,” or “probatum” as finally being settled as correct. 


A similar accounting was taken with the sheriff's records, which 
were carefully audited in the modern sense of the word, including an 
examination of vouchers for expenditure. 


The development of accounting records parallels the development 
of communal or social life. The development of forms of government 
necessitated the raising of revenue and its expenditure with the related 
task of accounting. 


Accounting involved not only a knowledge of numbers, but also 
the power of counting or reckoning. This predated the stating of ac- 
counts as we might recognize them today, since stating an account in 
the modern sense of that phrase could not take place until some mone- 
tary standard had been adopted, in which the items composing an ac- 
count could be expressed not only in money, but in terms of some sort 
of “equality.” 


The adoption of a monetary standard and experience with the 
records of transactions led to the evolution of double-entry records 
somewhere between the 10th and 13th centuries. 


The first printed book to describe the system was written by a 
Franciscan monk—Fra Luca Pacioli, and printed in Venice in 1494— 
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yet it was not until the early part of the 20th century that another 
Italian, this time a lay professor, one Fabio Besta, gave a coherent and 
self-consistent theoretical explanation of the double-entry system of ac- 
counting in his “Value Theory of Accounts.” 


The Egyptian scribes were a part of the organization of the Treas- 
ury; later, as in Greece and Rome, officials with a specific checking or 
auditing function—apart from the organization audited—carried out 
the work; later still and within the past three hundred years, at that, 
we find independent auditors serving “diverse great Lords as auditor” — 
and the modern public and professional practice of accounting emerges. 


Today, as with the Egyptian scribes, we again find work of the 
nature of internal checking and internal auditing being carried out. 


OLDER, NARROW CONCEPTS 


We do not know, of course, how much knowledge was lost in an- 
tiquity and had to be rediscovered, but it does seem that throughout this 
time the concept of internal control was a narrow one because it did not 
embrace what today we would call non-accounting controls. To sup- 
port this I might quote two examples taken from early English text 
books. 

The first of these examples is drawn from a text book written by 
George Jackson, accountant, about 1895. Since this book ran to twenty- 
one editions, it might therefore be regarded fairly as a standard work 
of that time. 


To the main work, which deals with an allegedly simplified 
method of bookkeeping, is appended “Observations on the most effec- 
tual means of preventing and detecting forgery, fraud, error and em- 
bezzlement—both in cash transactions and in the receipt and delivery 
of goods, etc., etc., etc.” The writer knew the rudiments of internal 
check, understood some of its principles, and realized it was part of 
the management function. I need only mention a few excerpts here: — 


“We should,” Jackson said, “keep private memorandums of the 
daily totals, Dr. and Cr. of the Cash Books, both general and petty, so 
that we may detect any and every alteration and place our own figures 
in red or blue ink against the totals inserted by others, for both our ini- 
tials and ticks are useless unless put against our own figures.” 

He goes on to say:— ° 

“Tet us be our own cashiers, however large our establishment. If 
we employ twenty collectors, let the collective amounts be passed 
through one channel only—our own hands, and let but little cash be 
kept in the house.” 
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Advising a prompt accounting with collectors, George Jackson ob- 


serves: “. . . yet ought we never to refuse to take the honey from the 
working bee lest it be irretrievably lost.” 


The unchanging character of office boys is exemplified in his re- 
marks under the heading of “Petty Cash”: “Boys” (he says) “should 
not be entrusted with the keeping of the petty cash account, unless it be 
open to everyone in the counting house, else their own petty disburse- 
ments might tempt them to make false charges.” 


“Masters are” (in his view) “much to be blamed for want of due 
vigilance.” 
Finally, in this section, he gives this injunction: — 


Let us “encourage the diffident and timid—check and repress the 
forward and the presumptuous, bestow just and ample commendation 
upon the diligent and attentive, regulate the ambitious, rouse the sloth- 


ful, and make the idle bestir themselves”! 


Turning from “Cash” to “Goods,” Mr. Jackson observes that the 
gross neglect evinced by tradesmen generally with regard to the correct- 
ness and consequent security of their stock in trade is as unaccountable 
as it is unpardonable. 


He gives some salutary advice in relation to various types of busi- 
ness: e.g. “Tailors (who have keen eyes for business) keep proper shop 
books, and debit the cutters for so many yards of cloth, and the cutters’ 
book shows so many garments have been cut out, which are again 
debited to those who sew them, and when finished they find their way 
to the day book of the counting room so that it is known very nearly 
whether any malpractices exist.” 


The second series of examples are derived from “Dicksee’s Aud- 
iting,” the authorized American Edition published in New York in 
1905. In devising and applying a system of internal checks, Dicksee 
says there is the advantage of causing any irregularities to be corrected 
at once. He recognizes three principles: — 


1. That a person in charge of cash should never be in charge of 
any ledger. 


to 


That (each ledger should be “selfbalancing”) “*. . . it is abso- 
lutely essential that those ledgers which are not checked in de- 
tail should be so arranged that they may be collectively bal- 
anced separately from those ledgers that are . . .” 

3. That where the individual ledgers are numerous and are not 
checked in detail by the auditor the clerks in charge (of them) 
should be frequently changed about. 
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And reached this conclusion which, in point of time of its 
statement, is of interest to us:— 


“ 


. with a system of accounts arranged upon these lines, 
a detailed audit is frequently not necessary in its entirety, but 
it is always desirable that the auditor should satisfy himself 
that the system has actually been carried out as originally de- 
signed, and sections of the work should be fully checked at 
unexpected times.” 

Up to the early 1900’s then, we can see that the concept held may 
be described as internal check and was limited to accounting controls. 
I suggest that this term “Internal Check” might be used to describe 
those controls within the formal accounting system—those checks and 
safeguards built directly into the accounting procedures. 

The publication date does not appear on George Jackson’s text, but 
it can be said quite definitely that the 2ist Edition quoted from ap- 
peared some time after 1890 and before 1898. Jackson clearly did not 
refer to the problems associated with large-scale enterprise. 

Even Dicksee, a much more competent writer, did not go beyond 
what I have described as “internal check,” recognizing only three ele- 
ments: division of duties, use of bookkeeping proofs, and rotation of 
personnel. 

What may fairly be regarded as “modern” in our present-day con- 
cepts is related entirely to special phases and the special problems of 
large-scale organizations. Pacioli was modern and up to date when he 
wrote his first text on double-entry bookkeeping in 1494. His instruc 
tions for the opening and keeping of a set of books, of a simple charac- 
ter, may be read today and applied without significant alteration in 
detail, and no alteration of principle. 

Jackson related his approach to the usual scale of enterprise with 
which he was familiar. It is doubtful whether the larger organizations 
of his day knew any better practices—even if the executive head or 
owner could not be, “his own cashier,” as Jackson advised. 

Dicksee shows,,clearly and significantly, the emergence of the 
technique of sampling and test-checking with reliance by the auditor 
upon internal check operating within the organization under audit. 
The external auditor has no duty to report upon management, he is 
concerned with the business controls which are exercised through ac- 
counting procedures and methods. , 


NEWER, MORE BROAD CONCEPTS 


The problem is, of course, that whatever may be the scope of his 
duty, or of his report, the external auditor has today, in relation to 
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large-scale enterprise, to consider the broader modern concept of in- 
ternal control, even though, having done so, he restricts his review (at 
least for reporting purposes) to matters affecting, or likely to affect, 
his opinion on the financial statements. Beyond the sphere of the ac- 
counting controls, those checks and safeguards loosely referred to as 
“internal check” there are, of course, other non-accounting controls 
which ought to be separately identified. 


In general terms it may be said that the various types have not 
been so clearly and separately identified. One of the reasons for this 
lies in the nature of the available textbooks. 


If the subject has been auditing, the emphasis has been upon those 
aspects which were thought to be of interest to the auditor as auditor. 
The principles involved were not taken beyond Dicksee’s 1905 exposi- 
tion of them, although the subject matter for discussion and study in 
the more recent writings has included rather more detail of the me- 
chanics of internal check. 


This is not wholly adequate as an explanation, for, turning to a 
text written on a subject closely related to internal control—*“Account- 
ing Systems: Design and Installation” *—the authors refers to the need 
for information, for planning and co-ordination, for control, and for 
protection, but do not relate their ideas to an overall integrated system 
of internal control. 


They do refer to internal check, but dismiss it in a somewhat 
summary fashion “. . . the principle (they say) is simple. It consists 
merely of checking the work of one employee by that of another . . 
One might add: so too, with accounting which, resting upon the simple 
principle of double-entry, consists merely of making a credit entry re- 
lated to every debit entry and vice versa! 


ACCEPTABLE DEFINITIONS 


If we are going to think in a constructive and effective manner, 
some would say in a “scientific” manner, we must get terms and their 
meanings firmly fixed in our minds: use these terms precisely in 
speech and in writing so that they can come to mean the same thing to 
all persons who use them correctly (i.e., in accordance with the defi- 
nitions). 


A better understanding of our subject matter demands first; that 
we provide definitions which are as clear as we can make them and 
second: that we indicate what those definitions embrace and how the 


*H. J. Brooks and H. D. Kerrigan, Accounting Systems: Design & Installation (New 
York: Ronald Press Co., 1953), 663 pp. 


Nature And Scope Of Internal Control 55 
various terms should be used. This may be done best by bringing to- 


gether our main points in a schematic fashion: — 


INTERNAL CONTROL EMBRACES 


Accounting Controls, including: 
1. Internal Check.—The operating methods and procedures in 
accounting, the design in the control of transactions, with e.g., 
the separation of the custodial and accounting functions. 


to 


Internal Audit.—Internal appraisal and review; testing per- 
formance, and adherence to the prescribed policies in the area 
of finance and accounting. 

Non-Accounting Controls, including: 


1. Organization Controls—The organization pattern best suited 
to operations. 


to 


Personnel Controls.—Personnel selection and training to se- 
cure adequate levels of performance. 

3. Operating Controls —Standards of performance, including ma- 
terials, production and quality controls and reporting tech- 
niques. 

(The internal auditing procedures may properly extend into this 

area. ) 

A special study of internal control was made by the American 
Institute of Accountants’ Committee on Auditing Procedure and a pam- 
phlet published in 1948 carefully defines the scope of internal control. 
Other studies had been made by Tue Inst1TuTE or INTERNAL AupITors 
from 1941 onwards, and in 1947 this body issued a statement on the 
nature of internal auditing and other related matters. 


A considerable body of literature has grown out of the activities 
of this specialized group, although it was not until 1953 that they pub- 
lished a text specifically dealing with internal control. Some of the best 
American auditing texts now present a thorough coverage on internal 
control. 

Internal control may then be conceived as a term to be applied to 
those controls over a business which are set up to implement manage- 
ment’s plans and philosophy in respect to basic business structure and 


operation. 


- 


As defined by the American Institute of Accountants’ Committee, 
Internal Control “. . . comprises the plan of organization and all of the 
co-ordinate methods and measures adopted within a business to safe- 
guard its assets, check the accuracy and reliability of its accounting 
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data, promote operational efficiency and encourage adherence to pre- 
scribed managerial policies.” 


Internal control is the general methodology, unique in detail, requir- 
ing to be “custom-built” for each situation, since it must be developed 
around individuals with varying capacities of supervision and with 
varying degrees of ability to delegate or assume authority. In a com- 
pany it commences after administrative policies have been determined. 
It continues down through the organizational structure, taking form 
in the development and operation of management policies, administra- 
tive regulations, manuals, directives and decisions, internal check, in- 
ternal auditing and reporting, employee training and participation. 


It takes form in three chief ways: formally, such as by decisions 
and directives of the board.of directors, or by “regulations” such as are 
contained in charts of accounts, office or accounting manuals or written 
instructions covering certain areas of activity; informally (within the 
formal framework) given effect to by oral direction such as pro- 
cedural instructions by a supervising executive to his staff, and, im- 
plicitly—in the area of operating or procedural habits and standards, 
of the nature of sound practices, understood and observed as a matter 
of course. 


Since many operating decisions are characterized by a dependence 
upon individual judgment and discretion, and by freedom from ap- 
praisal at the time they are made, they must be tested for their pro- 
priety or soundness after the event. For this reason, internal control 
does not end with the testing of conformance to policies, but extends 
to an examination of the results of these decisions after the event, 
whereas, in the other cases, the internal check (devised as an integral 
part of the operating procedures) ensures that a transaction can be 
completed only through those prescribed operating procedures. The 
transaction is cross-checked or cross-controlled through the normal 
functioning of another individual, section or group and is appraised at 
the time. Since the main or axiomatic principle of internal check is the 
separation of the responsibility of accounting from that of custody, 
the defaulter finds that he cannot abstract funds or other assets for 
which he is responsible and at the same time cover up his speculations 
or manipulations by entering “cover” or corresponding entries in the 
accounting records. 

So long as controls of effective design are maintained, the complete 
concealment of fraud, in the face of this functional separation of cus- 
tody and accounting, is possible only through collusion between em- 
ployees responsible for each of these functions. This is not to say that 
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such a separation of functions is mandatory, regardless of the circum- 
stances. 


The cost of protection must always be weighed against the risks 
and exposure to loss involved in order to avoid undue cost, inflexible 
and hampering procedures, or excessive detail or complexity in the 
records. The elements of internal control have been illustrated already 
in sufficient detail for the present purpose. ° 


Internal check and internal audit. These are but two of many 
elements in the overall scheme or system of control. Internal check 
covers, basically, those checks and safeguards built into the formal ac- 
counting structure: it refers to the design in the control of transactions 
which aims at effective operation and effective protection against error, 
fraud, and waste. 


Internal check takes up the principle of a clear-cut division be- 
tween the custodial and accounting functions, a feature of which is the 
allocation of responsibility, on a functional basis, and a division of 
duties to ensure that no one individual or group has exclusive control 
over any one transaction or group of transactions—each being cross- 
checked through the normal functioning of another individual or group. 


Merely to consider internal check in isolation, or merely to regard 
it as consisting of no more than a division of duties, without relating 
it to an overall scheme of control, is to miss a principle that is near 
to being axiomatic. What really is important is that, regardless of the 
methods used, the accounting function must be separated, organization- 
ally, from the custodial responsibility. 


Within the formal accounting structure, responsibilities are then 
so arranged that a person having the care and custody of assets knows 
that someone else is maintaining records giving accounting control over 
them. So far as possible these functions should not be combined in one 
person or section or be under the control of the same executive officer. 

In recognition of this principle a few Australian companies have 
the personnel responsible for the receipt and banking of revenue and 
the actual disbursement of moneys, the cashier and credit manager, 
under a treasurer, whilst personnel dealing with timekeeping and cost 
records, accounts payable and accounts receivable, purchases, expense 
ledger and general ledger are headed by the factory accountant, chief 
accountant and internal auditor under a controller. 

The manufacturing section (the operating function) under its 


manager, also has organizational independence under the board of 
directors. 
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It is not uncommon to find some of the elements of internal check 
put forward in some detail, after the style of an audit program, and de- 
scribed as “internal control,’’ whereas the discussion in the text is found 
to relate, substantially, to a division of duties. : 


If this material is presented in a form that suggests that these ele- 
ments must be carried out, invariably, giving to each detail the aura of 
a principle, it may then follow that insufficient attention is paid to the 
particular circumstances in each situation. 


Even recognized standards which might be regarded more fairly 
as axiomatic—such as the separation of custody and accounting— 
should be used initially as guides (to be followed within practicable 
limits). If there are limitations, whether from inadequate staffing or a 
too high “cost of control,” any resulting weaknesses may be compen- 
sated for in other ways, e.g., by more frequent or more comprehensive 
verification through audit procedures. 


Internal audit is concerned primarily with review and appraisal. 
It is (as defined in the Statement of Responsibilities issued by Tue 
INstiruTE oF INTERNAL AupiTors) “. . . the independent appraisal 
activity within an organization for the review of the accounting, fi- 
nancial, and other operations as a basis for protective and constructive 
service to management. . . . It deals primarily with accounting and 
financial matters, but may also properly deal with matters of an oper- 
ating nature.” 


Where the organization is of sufficient size to justify the use of the 
internal auditing technique, the day-by-day work performed by the 
internal auditor in developing, maintaining and appraising adequate 
and effective internal checks is his principal contribution towards mak- 
ing the initiation of frauds difficult, or their early discovery more 
certain. 

His review and appraisal of other forms of control as they function 
through the normal operating processes should enable him to assist 
management to reduce or eliminate waste, and other forms of loss. It 
is in this area that he may most readily demonstrate to management 
the constructive nature of the service he renders. 

Internal audit is an important element in internal control. It 
should not be confused with, e.g., the pre-auditing of vouchers or other 
matters that made up part of the normal operating procedures, nor with 
the work of the external auditor. 


CONTRAST EXTERNAL AND INTERNAL FUNCTIONS 


Both in the work performed and in the approach adopted, there 
is a contrast between the external and internal auditor. If this contrast 


Nature And Scope Of Internal Control 59 


is indicated in a sufficiently clear-cut fashion we are enabled to see 
that, although some of the techniques of examination and verification 
may parallel and, on occasions, overlap each other, there is nevertheless 
a basic distinction both in approach and in objective. 


Each performs a quite different function, though each aims to 
render to management both a protective and constructive service. 

The external auditor is concerned primarily with those business 
controls which are exercised through accounting procedures and 
methods, those controls which would be classified as accounting con- 
trols, and is interested in the internal procedures, method, and system, 
not for the purpose of reporting on the management at any particular 
level, so much as for the purpose of satisfying himself that the controls 
established (both internal check and internal audit so far as relevant) 
are being operated as planned and are providing adequate safeguards 
against error, fraud, or manipulation. Moreover, that they are throw- 
ing up accurate data in the accounts as reflected in the financial state- 
ments upon which he is to express an opinion and make his report to 
the members.* 


The internal auditor on the other hand concerns himself with re- 
porting direct to top management on the continuing activities or oper- 
ations of the business, and shapes his activities to follow the pattern of 
operations within the business. 


He considers what is done, who does it, where it is done, and how 
well it is done, and his reports point up to management the significance 
of the end results achieved after the “doing” is over. The internal audi- 
tor follows the internal pattern of organization and must be able to 
make divisional, departmental, or other “unit” reports to management 
as required. 


TO SUM UP:— 


The external auditor or public accountant verifies the end-results 
and validates the “statement of position” at a date; he checks and tests, 
working backwards and forwards over a selected sample of transactions 
in order to satisfy himself that the balance sheet and related statements 
of earnings or of income are stated “. . . so as to exhibit a true and cor 
rect view of the state of the (company’s) affairs. .. .” 

In deciding the scope of his work he makes an appraisal of the sys 
tem of internal control so far as it bears upon the statements upon 


which he expresses an opinion and makes his report: this would include 
an appraisal of the relevant work of the internal auditor. 


*Stockholders (Australian terminology) 
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The internal auditor appraises the whole system of internal con- 
trol, both accounting and non-accounting controls, procedures and per- 
formance, knowing that if these controls and policies are correctly con- 
ceived and applied, the final results as reflected in the accounts will be 
accurate and reliable. ° 


NON-ACCOUNTING CONTROLS 

If we turn now to a more close consideration of some of the non- 
accounting controls we will, I hope, be stimulated to reconsider our 
whole approach to internal control and, without minimizing the im- 
portance of accounting controls, extend our field of vision somewhat, so 
that we do in fact, and not merely in nominal fashion, render to man- 
agement the type of constructive service that fits today’s conditions 
within all organizations, particularly those whose operations may be 
said to be on a large scale. 


The non-accounting controls would include the organizational pat- 
tern best suited to operations; the procedures for passing on clear in- 
formation at all levels, both operational and managerial, as to scope of 
responsibility and the attendant delegation of responsibility; methods 
and techniques of reporting in the most useful form to management at 
various levels and in its functional grouping, accounting, and other 
data needed by management. 


In these areas some of us who have had overmuch specialized ac- 
counting training may fail to make any significant contributions, and 
in many cases may even be oblivious to the existent needs. We may 
be able quickly to find any significant departure from acceptable stan- 
dards of performance in the area of the accounting controls, i.e., in the 
mechanics of operating the accounting system. 


The need for a wider concept of internal control, one which recog- 
nizes that it comprises non-accounting as well as accounting controls, 
becomes apparent as soon as the organization grows to a size where it 
is no longer practicable to hold policy decision-making and manage- 
ment responsibility entirely at the top level, i.c., where personal ob- 
servation of top management has to be supplemented by a constant flow 
of information as an indispensable aid to decision-making, and respon- 
sibilities have to be delegated over a constantly growing area in order to 
maintain a smooth flow of work in the productive departments. 


PROBLEMS OF PLANNING AND DESIGN 


The development and maintenance of non-accounting controls is 
no easier than the task in the strictly accounting sphere. 


To seek out standard techniques or ready-made procedures, in this 
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work, is, in truth, searching for the “pot of gold”; non-accounting con- 
trols, more than any others, reach into unexpected nooks and crannies 
in the organizational structure, touch people with widely diverse per- 
sonalities and equally diverse plans for reaching the objective. 


Conflicts must be resolved: finding the “one best way” calls for a 
high degree of patience, adaptability, willpower, persistence and, above 
all, flexibility of mind. 

Too much is made of alleged differences between organizations in 
differing fields of activity. The problems facing us in the sphere of the 
non-accounting controls may be regarded as having something like the 
same degree of similarity between different businesses as is found in the 
strictly accounting sphere. Consequently, it should be possible to ex- 
press basic problems in like terms no matter what the industry, once 
the detail, the smaller specialized features, are laid aside. 

If that premise is accepted we may proceed in accordance with one 
or other of a number of alternative techniques. One such involves the 
setting up of standards which are specific yet flexible, that is, internal 
control standards (for both accounting and non-accounting controls) 
then proceeding with the design and implementation of the detailed 
methods and procedures, finally developing verification procedures. 

We will experience considerable difficulty in formulating accept- 
able standards. We may frequently find ourselves at a “dead end”— 
we may as frequently have to retrace our steps to start over again, but 
this process of “trial and error” is simply characteristic of the task—de- 
vising accounting systems and devising systems to provide adequate in- 
ternal controls is an activity in which existing standards may serve 
only as a guide. 

Each system must be custom-built, must be hand-tooled for the 
particular situation it is intended to fit. 

A necessary preliminary is that we should learn something of each 
phase of operations, not the technical details, but the broad outline of 
what happens, why it is done, and where it leads—in order to see the 
organization as a whole. 


We must bring into the discussion, when working out any system, 
two groups of people other than the personnel in the internal auditing 
department. Individuals engaged directly in the phases of the work 
which would be affected by changes under discussion, and competent 
individuals not closely associated with the development of the proposed 
new control plans. 


The reason for this needs little stress; those who are engaged in the 
work affected by our plans will co-operate with us in working them out 
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and in implementing them much more fully if we have first taken 
them into our confidence. 





Moreover, they frequently contribute suggestions if we use a 
planned program for seeking guidance and advice from all interested 
personnel. Those others not so engaged are called on to make an ob- 
jective analysis of the proposals to point out any weaknesses or unde- 
sirable features. We need to supply them with a brief and well-organ- 
ized summary of the entire system in clear, non-technical terms. 


The results of this approach will sometimes be surprising, for we 
cannot easily hold to a broad objective view of the organization and 
our own proposals whilst working out all the problems encountered in 
developing our control plans. We will occasionally find that we have 
passed over some quite obvious points. 

These would remain unnoticed only to appear later as trouble spots 
if we were to neglect the necessary steps to avoid these and similar 
difficulties, 

We have to try to secure personnel to assist us within the organiza- 
tion—personnel with inquiring and imaginative minds, with a good 
knowledge of contemporary accounting and financial matters. 


They need to have patience, and an attitude of mind which enables 
them to see the need and the potentials of a particular type of control. 
They need the quality of persistence in the face of difficulty and seem- 
ing disappointment, to see them through long periods of development 
which frequently precede final acceptance. 

We must develop a sense of proportion and an ability to resist the 
lure of control for its own sake rather than for the results it produces. 
We must be prepared, sometimes to compromise, carefully weighing 
cost against the results or protection secured. Each control must serve 
a real and vital purpose; it must not be so restrictive as to hinder the 
flow of work or discourage normal alertness and initiative. 


Two final points we cannot overlook are:— 


1. That we must have some method for insuring that the system 
installed is, and continues to operate as planned; and 


to 


That we should always be ready to admit an error in plan- 
ning, to amend earlier decisions, if need be, so as to correct 
weaknesses and deficiencies. 


In this area the appraisal of the system of internal control by the 
external auditors may produce fruitful results and the work of the in- 
ternal auditor should be co-ordinated with theirs, in a general way, in 
order to secure the maximum possible benefit from the constructive 
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contributions which the external auditors are in a unique position to 
make. 


This does not mean that they will disclose to the internal auditor 
precisely what matters or areas they propose to examine, or explore 
during their audit, nor does it mean that they accept his work in lieu 
of theirs. 


It does mean that he should make available to them the reports 
which he has made, in order that they may exercise their judgment in 
determining the extent to which they may rely upon the work which 
has been done. 


The successful planning and implementation of a system of con- 
trols means that operating procedures are more orderly—confusion and 
disorganization is eliminated. 

There are opportunities all around us for improving procedures 
through more adequate controls. We should take advantage of them, 
so far as “management acceptance” can be secured. 

One of the means at hand for securing the desired acceptance of 
ideas in this area is to give to management the facts which they require 
to assist them in their task. This may mean that we have to re-examine 
the form which we are accustomed to use in casting our reports. Giving 
management the facts which they require entails not only providing 
management with what they ask for, but also discovering other data 
which they should have and convincing them of its importance and 
usefulness. 

We will sometimes find that we are obliged to review matters as 
if we were the management responsible for finding solutions to the 
problems under consideration. If management tends to think of the 
accounting function as one which they do not really understand, but 
which is apparently necessary, and to be grudgingly conceded a place, 
if the accounting division tends also to think of its functions as a nar- 
row self-centered way, should we not realize that we must correct our 
own approach before we can expect to receive from management the 
wholehearted acceptance and co-operation which is our ultimate ob- 
jective? 

For some years past, relatively elementary detail (of internal 
check) has received attention on the supposition that this constituted 
internal control. Management might be pardoned for evincing little 
interest in such sterile concepts. 

We have all gathered a good working knowledge of business ad- 
ministration. We have all gathered a considerable stock of accounting 
theory and a familiarity with accounting principles, procedures and 
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practices. All that dies on the vine unless we produce end-results which 
serve a useful and constructive purpose. 


We need not only to advance beyond the detail of internal check 
to the concept of internal control as an integrated system (that starts at 
the top and extends throughout the organization), but also to insure 
that management appreciates and accepts its primary responsibility for 
the accuracy of the records of the business and for the protection of its 
assets. Management does not discharge its obligations in this respect 
by the employment of auditors. 


The report of the auditors made in accordance with statutory pro- 
visions is required not as a substitute for management’s accounting of 
its stewardship, but as a check upon that accounting. 


Auditors are interested in the adequacy of the system of internal 
control as a material factor in reaching a judgment as to just how much 
checking is sufficient to enable them properly to form an opinion for 
the purpose of their report. 


There is nothing either new or modern in this approach, as was 
evidenced by the reference to test-checking in Dicksee’s text of 1905. 
Judicial notice also has been taken of the employment of testing and 
sampling methods for the purpose of forming a conclusion as to the 
whole of the entries from an inspection of part of them.* 


The fact that defalcations are frequently discovered under present- 
day techniques does not alter the fact that the audit is not designed 
for that purpose and should not be depended upon as a substitute for 
the other elements of protection. The best line of defense against the 
occurrence of defalcations is an adequate system of internal control. 


This is particularly true when considering the possibility of the 
occurrence of collusive fraud. 


WASTE MORE COSTLY THAN FRAUD 


We should not, however, be so pre-occupied with the accounting 
aspects of internal control, or with its review and appraisal in relation 
to audit procedure, as to be blind to the fact that fraud is with us only 
occasionally, whilst waste in various forms is with us constantly. 


When we render a protective service to management we should 
not overlook the opportunity to render a constructive service at the 
same time. 


{Internal control techniques, when integrated with the general 
structure of accounting and reporting, serve as a tool of management; 


*As early as 1895 — re London & General Bank Ltd. (64 L.J. Ch. 866). 
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helping it to operate the business profitably, increasing its efficiency 
and assisting to eliminate waste wherever it occurs. 


When management is made aware of this potential, not only does 
it profit from a more fruitful employment of its accounting resources, 
but it is also stimulated to take a more direct interest in the results of 
its decisions as expressed in the accounts. 


Management gains a proper appreciation of the worth and useful- 
ness of its accounting data. The effort to understand its significance 
calls forth a reciprocal effort from the accounting division to make man- 
agement’s task easier of accomplishment. 


It is a rewarding experience to realize to the full that elements of 
control are complementary since management’s special knowledge is 
invaluable in detecting the significance of information latent in ac- 
counting records and reports. It does not require an extensive experi- 
ence with investigations and the discovery of actual defalcations to 
conclude that, had management been more alert in these matters, many 
would either not have occurred, or would have been discovered much 
sooner. 


Management's participation in the installation and maintenance 
of an adequate system of internal control is essential. Moreover, this 
participation by management should extend into the sphere of the 
purely accounting controls for the reason that the accounts do not reach 
out and arrest the perpetrator of fraud—all they do is to issue a warn- 
ing signal, sometimes of such a nature that only management, an alert 
management, will realize its significance. 

Preoccupation, on all sides, with internal check, and with its re- 
view and appraisal for audit purposes has led to an over-emphasis on 
the possibility of fraud. Yet, while occasionally elusive and difficult 
to track down, one may, speaking in general terms, determine the gen- 
eral nature and extent of fraud with a fair degree of precision. 

One may then either reinstate controls which had been allowed to 
lapse or decide upon other remedial steps to prevent the recurrence 
of fraud—so far as practicable. Waste on the other hand, is frequently 
not only elusive in character but more difficult to express in financial 
terms. 

Waste arises in a variety of ways, eg., excessive spoilage; a high 
incidence of costly bottlenecks or breakdowns; poor or inadequate sup- 
ervision of labor leading to excessive overtime-penalty costs and un- 
necessarily high labor costs in the productive processes; poor control 
over stocks of various kinds leading to excessive material usage or pil- 
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fering; inadequate control over loose tools or in the usage of “consum- 
able stores”; an unsatisfactory classification of expense which may 
mask wasteful and unnecessarily high overhead expense. 


All of these things lead to losses which are avoidable -and control- 
able. In most cases, however, these losses, including the cost of waste 
time, are “buried” in the accounts and are likely to pass unnoticed. 


Attention is therefore directed to this question of waste. In de- 
vising a system of controls, proper attention should be given to the 
classification of expense and the fixing of responsibility for overhead, 
upon a functional basis—accompanying the chart of accounts with a 
manual or sufficient explanatory detail to insure accuracy in the ac- 
counting for expense. 


Clearly no scheme of. internal control could be regarded as ade- 
quate which did not set up the appropriate procedures to eliminate 
waste in the various forms in which it occurs. Success in this phase of 
the work would certainly be regarded by management as a truly con- 
structive service. 


CONCLUSION 


This paper has dealt with three clearly distinguishable aspects of 
the subject matter: the semi-historical and developmental aspects of in- 
ternal control, the need for clear definition, and lastly, the field of non- 
accounting controls. 


The theme which runs through each of these is the opportunity 
presented to accounting people of rendering to management a truly 
constructive service. 

The definitional aspect of internal control is concerned with words 
rather than with ideas and requires, as a consequence, less explanation 
than the not so familiar ideas or concepts taken up under the heading 
of non-accounting controls. 


This may be so because of one of the less obvious virtues of our 
language. As I recall reading some years ago, whether you whisper 
or shout in English: “ham sandwich” it still means “ham sandwich”! 
The pitch of your voice cannot make it mean swiss roll, although (e.g.) 
such diverting possibilities are exploited in the Chinese language. 

There is a tendency for accountants as accountants to be critical 
of ideas and of concepts which overlap, or fall within, what is vaguely 
called “the sphere of management.” 

An attempt was made to meet this difficulty by initially describing 
the non-accounting controls as management or administrative con- 
trols—to distinguish them from pure (sic) accounting. 
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This approach proved to be quite unsatisfactory because, once you 
examine this matter at all closely, what strikes you most forcibly is 
that accounting is, of course, a part of management—a part of admini- 
stration—unless by “accounting” you mean bookkeeping or record com- 
pilation and refuse to admit as a part of the accountant’s function the 
analysis and interpretation of accounting records on the one hand and, 
on the other: the control of operations within the accounting division of 
the organization or the executive action of assisting in policy-making 
and subsequently insuring that prescribed policies are adhered to. 


There are, of course, correlative aspects of these functions which 
frequently fail to be attended to not only by specialized accounting per- 
sonnel such as internal auditors, but also by the external auditor or 
public accountant. The ways in which the public accountant may make 
his services more valuable and useful to top management opens up new 
and wider avenues for discussion. 
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AUDIT BY EXCEPTION 


ODERN management practice often centers round the theme of 

management by exception. 

Members of management cannot and should not give attention to 
everything that is going on. So they set objectives, define policies, ap- 
point subordinates and establish controls. They judge results largely 
by appraising events and trends. As their time is valuable, they en- 
deavor to appraise results by concentrating on the unusual and devoting 
little or no attention to those areas where results are in accordance with 
expectations. 


Management by exception is the most economic and effective 
method of directing the affairs of an enterprise. Its effectiveness de- 
pends, however, on adequate communications. Unless the members of 
management are alerted as to what is happening and what should be 
happening, their powers of scrutiny and their decision-making ability 
may be seriously hampered. 

The internal auditor can, of course, offer a valuable contribution 
by furthering these communications as to what is and what should 
be happening. That is why he is known as “the eyes and ears of 
management.” 

Where the auditor sometimes fails to render maximum assistance 
is through his inability to audit by exception. His reports are sometimes 
lengthy and dull. He demands too much of management’s time in read- 
ing them. Very often they are not read by the people who can take 
really effective action. Much of the value of the audit is lost as a con- 
sequence. 

While exhaustive reports may be necessary for certain purposes, 
and may be required by company policy, the auditor can often achieve 
faster attention and action by letting management know, in a few brief 
headlines, what it needs to know. The brief, concise report of this na- 
ture—perhaps in the form of a short memorandum or an oral state- 
ment—can be of substantially more weight than the formal report. If 
you do not engage in this practice, why not try it and see if you don’t 
get better acceptance? 
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THE EDUCATION AND TRAINING OF 
THE INTERNAL AUDITOR 


By EDWARD J. KELLY 
Golden Gate College 


Different points of view toward formal education and on-the-job 
training are partly caused by different concepts of the objectives of in- 
ternal auditing work. Dean Kelly defines those objectives and recom- 
mends a program of study and experience to instill the kinds of knowl- 
edge and skill required to attain them. He names the particular col- 
lege courses he favors and makes definite suggestions for apprentice- 
ship training. 


HE very best way to preserve our democratic heritage is through 

maintaining an economic society which functions smoothly and 
for the benefit of its members. This is not possible without a thorough 
understanding of how it works by those who work it, and internal audi- 
tors are among those who keep our economy functioning. 


Internal auditors are concerned with reviewing the effectiveness 
of control as the latter is maintained through statistical and financial 
records. Before an internal auditor can put to work his particular skills, 
he must know something about the control routine whose effectiveness 
he is trying to measure. 


WHAT IS CONTROL? 


For the purpose of this discussion, a general concept of control may 
be stated this way: Control is the proper deployment of the property 
owned by the enterprise and the people working with it so that the re- 
sults of operations, and the methods by which they are attained, satisfy 
the requirements of management. 


Keeping in mind that control applies to property and to the activity 
of people, certain important features may be pointed out. Starting from 
the top, we find that management establishes policies and that these 
policies are carried out within the framework of an economic and legal 
environment which is the consequence of our particular form of gov- 
ernment, our regulatory laws and the specific limitations imposed by 
the enterprise’s corporate charter. These policies are put into effect 
by management decision, through the delegation of authority. The 
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results, so far as they are measurable, constitute the substance of the 
financial and non-financial statistical records of the enterprise. 


The control routine as such turns out to be the schematic arrange- 
ment of the flow of documents; documents on which are recorded (1) 
quantitative measures, which get into the accounting and statistical 
records, of the performance of people, and (2) the signatures of per- 
sons to whom authority has been granted and responsibility assigned. 


OBJECTIVES OF INTERNAL AUDITING 

The primary and immediate objective of internal auditing is the 
measurement and evaluation of the control just described. This meas- 
urement and evaluation applies not to the effectiveness of the operations 
being controlled, but rather to the effectiveness of the controls them- 
selves—the procedures and-routines followed in collecting performance 
data. 

The overall objective is to assist management in achieving the 
most effective administration of operations. Here the emphasis is on 
the results of operations, as indicated by interpretations of recorded 
data. In this area the internal auditor is an appraiser of (1) the results 
of operations and (2) the soundness of administrative policy as re- 
flected in operating results. 


Altogether then, the internal auditor’s task is to apply his partic- 
ular techniques for assessing the effectiveness of established control 
devices in bringing to fruition the policies of enterprise management. 


The foregoing is one backdrop against which to consider the spe- 
cific questions: (1) what kind of education is appropriate for an in- 
ternal auditor? and (2) what kind of on-the-job training can approp- 
riately supplement that education? 


FORMAL EDUCATION 
HUMAN RELATIONS 


By all odds the most important element in the formal education of 
an internal auditor should be the study of human relations; the study of 
people not as automatons but as human beings having mind, body and 
spirit, each of whom possesses a certain dignity and should, therefore, 
be treated accordingly. This study is placed at the top of the list be- 
cause what internal auditors really evaluate is the performance of 
people. We live in a machine age but human beings still do the world’s 
work. 


EDWARD J. KELLY is Dean of the Schools of Accountancy and Management 
at Golden Gate College. He has held various executive positions in government 
agencies, public accounting and private business. Dean Kelly previously held the 
position of Controller of the Hastings Clothing Company of San Francisco. 
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Admittedly, much of the skill in dealing with people comes from 
dealing with them. Nonetheless, a considerable background can be 
made available by way of formal education, as experience at some col- 
leges very well demonstrates. This dealing with people involves, in 
great part, an exchange of ideas; of thinking in such a way that the 
internal auditor is able to place himself in the position of anyone whose 
work he is reviewing. It requires a sympathetic attitude to other 
people’s problems, difficulties and lack of ability. It demands especially 
the talent of eliciting cooperation from one’s staff colleagues and one’s 
subordinates. It calls for the ability to cooperate effectively with one’s 
superiors 


COMMUNICATION 


An exchange of ideas is not possible except orally or in writing. 
It follows, therefore, that skill in communication—skill of a high 
order—is absolutely essential. In dealing directly with people it is ob- 
viously skill in oral expression; in reporting to superiors the results of 
investigations, it is skill in writing. 


ACCOUNTING 


Next in order, the internal auditor should be thoroughly trained 
in accounting. Particular emphasis should be placed on the broad area 
of accounting systems and on the techniques for changing any parts 
of a system. The internal auditor should also be familiar with methods 
of asset and liability valuation. 


It is most important that the internal auditor develop a sound 
point of view toward accounting; to view it as a tool designed to assist 
management, not as an end in itself. 


POLICY FORMATION 


The internal auditor should know something about organization, 
so that the flow of paper may be meaningful to him. 


Finally, a study of policy formation and administration should be 
included in his formal education. This is an invaluable aid in under- 
standing company policy and its relation to internal auditing. 


COLLEGE LEVEL 


All of this formal education should be at the college level and every 
bit of it of a high order as well. The development of understanding and 
acquisition of knowledge are products of the interchange of ideas. To 
date, the college or university is the best place for such interchange to 
take place because the atmosphere is designed to foster such activity. 
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TRAINING 


Turning now to the area of training, we may ask where and how 
should the internal auditor be trained? Clearly, on the job. He should 
first be placed where he can become thoroughly acquainted with all 
those facets of internal control routine and paper work which he will 
later evaluate as an internal auditor. A first-class way to accomplish 
this is to assign the novice to one task after another in actual record 
keeping and in the planning and reshaping of routines and procedures. 
In other words, the internal auditor should start his career by actually 
performing some of the tasks which he will later review. 


During this apprenticeship he should pay particular attention to 
the why of procedures; what they are designed to accomplish. This 
will train him in the basic philosophy of any investigation, namely 
finding the reason for everything. This apprenticeship should cover 
as much of the scope of accounting and control as time and company 
policy permit. 

During this period also, the embryo internal auditor should do 
some additional serious studying. This should encompass the entire 
accounting procedure. He should read and learn all he can from pro- 
cedure manuals. He should study all published information about his 
company. He should review its history through published reports to 
stockholders and all other available reports. 


In these ways the apprentice can grow into a true internal audi- 
tor—a representative of management employing his special skills to be 
sure that company operations reflect company policy and that such 
policy is sound. 





AUDITING CASE STUDIES 


Cash is an easily transportable and extractable item. And nothing 
can be marketed more easily. Since the need for control increases in 
direct proportion to an asset’s transportability and marketability, there 
is a very real need for the auditor to keep a weather eye on the cash 
controls. 

The study, prepared by the Internal Auditing Committee of the 
American Gas Association and Edison Electric Institute, deals with a 
cash problem of primary interest to the utility industries. However, the 
lessons brought out can also be applied to other conditions and busi- 
nesses. 

Where devices are installed to provide controls over cash, receiv- 
ables or other assets, the controls are not thereby achieved unless the 
devices are well-conceived and kept in good, functioning condition. This 
study gives a good example of a protective service that the watchful 
auditor can contribute in this area. 


CONTROL ‘OF DEPOSIT RECEIPT BOOKS 


GENERAL PROCEDURES FOUND AT TIME OF AUDIT 


DEPOSIT receipt is issued to each customer requested to furnish 
a deposit of a stated amount in connection with his service account. 


The deposit receipts are received from the printers in bound books 
containing fifty prenumbered receipts. Each book is numbered and 
each receipt in such book bears the number of the book and the receipt 
number, for example, 20-1, 20-2, through 20-50. 


The deposit certificate books were delivered by the printers to the 
treasury department. This department maintained control of the un- 
issued books. The books were issued by this department to the district 
offices upon a written requisition and a record kept of the numbers of 
the books issued, the office to which they were issued, and the date of 
the issue. 


Included in the deposit receipt book is a card (known as a “deposit 
record,” bearing the same number as the receipt) which is filled out 
with the pertinent data at the time the receipt is issued to the customer. 
The card is the district office record of the deposit received from the 
customer and shows customer’s name, route number, service address, 
and amount of deposit. Space is also provided to show interest pay- 
ments, and certain data for use when deposit is refunded. 
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There is also attached to the deposit receipt book a prenumbered 
deposit coupon which is forwarded by the district office to the customer 
accounting department. The coupon stub is used as the basis for the 
entry in the deposit ledger of all customers’ deposit receipts issued. The 
ledger is maintained in the division office by the customer accounting 
department. A ledger sheet is maintained for each book issued. The 
sheet contains 50 prenumbered lines for the recording of the name of 
the customer, amount of deposit, etc., in respect of each receipt issued. 


FINDINGS BASED UPON INQUIRIES DURING DISTRICT OFFICE 
EXAMINATION 


The treasury department maintained control of the deposit receipt 
books issued to the district offices but was not responsible for the re- 
cording of the receipts issued from each book to a customer, the latter 
function being the responsibility of the customer accounting depart- 
ment. The treasury department did not furnish the customer account- 
ing department with any information as to the books issued to the 
district offices. This arrangement resulted in the following conditions: 


1. The treasury department knew to what offices the deposit re- 
ceipt books were issued, but did not check to ascertain if all 
of the books were accounted for by the district offices. Conse- 
quently, in some instances books were issued to district offices 
without any regard to needs. In one instance, the auditors 
found that a district office had an excess over a normal supply 
of books on hand sufficient to last it several years, although 
that office was still regularly requisitioning additional books. 


to 


The customer accounting department knew what books were 
being issued by the individual district offices, based on the data 
forwarded by such offices after a receipt was issued to a cus- 
tomer. However, since the treasury department did not fur- 
nish the customer accounting department with any informa- 
tion as to the books issued, there was no check provided to 
ascertain if all of the books received by the district office from 
the treasury department were accounted for. 


3. Under the procedures as outlined above, it would be possible 
to have deposit receipts issued to customers outstanding with- 
out the liability therefor being recorded on the books and for 
an employee to retain an amount received from a customer as 
a deposit, at least until such time as the customer might request 
the return of the money paid in by him. 
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REVISED PROCEDURE BASED ON AUDITOR'S REPORT OF 
EXAMINATION 


Based on the reporting of the conditions outlined above, a revised 
method of control and check of the deposit receipt books issued was 
established. A brief outline of the procedure now prescribed by the 
company manual of accounting procedure is given below: 


The supply of unissued deposit receipt books and the number con- 
trol of issued receipt books are maintained in the division ac- 
counting office. 


Requests for receipt books by the district office are prepared on a 
memorandum form. Upon receipt of the requested books by the 
district office, the transmittal letter is signed and returned to the 
division office. 


Deposit receipt books are issued in number order and, when for- 
warded to the district office, they are accompanied by a letter 
of transmittal showing the deposit receipt book numbers and 
date of issue. The transmittal letter is prepared in duplicate, 
also on a memorandum form. The duplicate copy of the trans- 
mittal letter and request memorandum are filed in date order 
until the signed original copy of the transmittal letter is received 
from the district office. 


The duplicate copy of the transmittal letter may be discarded when 
the original is returned from the district office. 


When the signed copy of the transmittal letter is returned to the 
division office, the request memorandum is attached to it, and 
they are filed in transmittal date order and retained by the de- 
posit ledger clerk until the individual receipts are accounted for 
in the deposit ledger. After the individual receipts have been 
accounted for the transmittal letter and request memorandum 
are destroyed. 











THE INTERNAL AUDIT OF 
CASH FUNDS 


By JOHN A. COOPER 
Canadian Pittsburgh Industries, Ltd. 


The first subject in many audit programs, because it is the first 
item on the balance sheet, is Cash on Hand. It thus furnishes a con- 
venient starting point for asking ourselves whether we have given 
sufficient consideration, in designing such audit programs, to the over- 
all objectives of the internal auditing function. 


OST auditing textbooks list a score or more rules to be followed 
in order to audit a cash fund satisfactorily. Without repeating 
these rules, I propose to ask a few questions about their application to 
our everyday internal auditing practices. 
I do not know the answers to these questions, although naturally 
I have some opinions. My purpose in asking them is to evoke further 
consideration of our objectives as internal auditors. To some extent 
they are really parts of the broader questions as to the difference be- 
tween our objectives and those of the independent auditors, for whom 
the textbook rules were primarily devised. 


1. SHOULD WE COUNT THE CASH FUNDS ON A BALANCE- 
SHEET DATE? 


In order to support the figure representing Cash on Hand shown 
on the published balance sheet, independent auditors naturally prefer 
to count the major cash funds on the date of the balance sheet to which 
they attach their written opinion. The limited staff of internal audi- 
tors, however, often finds it impossible, or at least disruptive of other 
work, to count the various cash funds on the particular day of a bal- 
ance sheet. 


2. SHOULD WE COUNT A CASH FUND WITHOUT FOREWARNING 
THE CUSTODIAN? 
If he has sufficient forewarning. a custodian who has been de- 
frauding the company may be able to falsify the cash records in such 
a way that only an extended detailed examination can uncover the 


shortage. A short forewarning may give such a custodian time to hide 
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the shortage temporarily and later succeed in avoiding detection. Even 
an honest custodian who has made numerous errors in making change, 
withdrawing funds or making deposits may try to hide these mistakes 
in order to avoid censure. 


3. SHOULD WE COUNT WHILE A FUND IS IN ACTIVE USE? 


When should we make our count: in the morning before any busi- 
ness is transacted, during the day while the fund is active, or at the 
close of the day after transactions have ceased? The answer may de- 
pend largely, of course, on the desirability of surprise. If our presence 
is disclosed at the beginning of or during working hours, some fore- 
warning is unavoidable unless we count the cash funds immediately. 
If we count a fund without the presence of the custodian (but, of course, 
in the presence of a responsible official) we may lack information valu- 
able to our understanding of the true situation. If we count it while 
transactions are being handled by the custodian we may learn im 
portant facts about the operations but we may sometimes interfere with 
the daily routine unless we take special precautions. 


4. SHOULD WE PERMIT OTHER COMPANY EMPLOYEES TO HELP 
US COUNT? 


Where there are numerous funds or the funds are so large and 
complex that it is impractical for the available audit staff to make a 
satisfactory count and reconciliation without unreasonably interrupting 
operation of the funds, should we use the assistance of other employees? 
Such employees would be selected, of course, from those who have no 
access to the funds or the records thereof and preferably the most re- 
sponsible persons available. Such assistance would be rendered, more 
over, under the direct supervision of an internal auditor. 


5. HOW CAN ONE OR TWO AUDITORS COUNT SEVERAL FUNDS 
SIMULTANEOUSLY? 


This question may sound facetious but it relates to the previous 
questions about surprise and using assistance. Perhaps one safeguard 
would be to make a later surprise count of those funds which we could 
not cover without forewarning when we first arrived. 


6. IS COUNTING FUNDS MORE VALUABLE THAN APPRAISING 
INTERNAL CHECK? 


With respect to the objectives of internal auditing, is the cash count 
itself more important than our continuous appraisal of the system of 
internal check and the segregation of emiployees’ duties, both within 
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the cashier’s area and in relation to other functions of the business? 
which type of work should receive the most attention in our audit 
programs and in the allocation of our available time? 


7. WHY DO WE COUNT CASH AT ALL? 


This question is suggested by the previous one, and involves the 
amount of work we do in continuous appraisal of the system of internal 
check. We know that at the end of the fiscal year the independent 
auditors are going to count and verify cash as being fairly represented 
on the balance sheet. Why do we spend hours counting and reconciling 
a few thousand dollars of cash in the office when we do not control 
many thousands of dollars worth of inventory being shipped out of the 
factory doors? Should we spend more of those hours learning how all 
operations, both in the office and in the plant actually are being per- 
formed; observing the performance of individual employees; appraising 
the standards of accounting and of control; and keeping our eyes open 
for unnoticed risks such as fire hazards, unguarded buildings, careless- 
ness regarding company property and failure to file legitimate claims. 


JOHN A. COOPER is General Auditor of the Canadian Pittsburgh Industries, 
Lid., a position he has held since the amalgamation of the company in 1952. He 
previously held the position of Chief Auditor of Hobbs Glass, Ltd., which is now 
part of his present company. 


Mr. Cooper is a member of the Toronto Chapter of Tue Instrrute or INTERNAL 
AvupITors. 




























ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


ELECTRONICS: The material that has been and is being published on elec- 
tronics is reaching impressive proportions. The quantity is so great that it is hardly 
possible to review it with any sort of adequate coverage. The three publications 
which are described below have been recently received in the Institute office and all 
would seem to be of general interest to our members and subscribers. 


Subject: ELECTRONICS IN BUSINESS—A descriptive reference guide 
Published by: Controllership Foundation, Inc., New York, 1955 


This reference guide indexes material and information pertaining 
to electronic machines up to May 31, 1955. The opening section 
gives a listing of suggested basic readings on the subject. This 
is followed by an annotated bibliography of articles and books. 
Other sections cover conferences, seminars and training programs 
offered by colleges, manufacturers and professional societies; films 
and visual presentations which are available for showing; descrip 
tions and general information of the equipment cffered by various 
manufacturers, and a listing of actual installations which have been 
made in various companies. 


This comprehensive’ listing should be a valuable addition to any 
library on electronics. 


Controllership Foundation, In 

2 Park Avenue 

New York 16, New York 
Price: $2.00 


Subject: DATA PROCESSING BY ELECTRONICS 
Published by: Haskins and Sells, New York, 1955 


As is stated in the preface, “this is not a technical treatise on 
data processing by electronics. It seeks only to portray broadly 
the nature and implications of the new techniques available in the 
electronic system and the task to be met in learning to use them 
effectively.” This objective is met with descriptive and illustrative 
material, written in non-technical language and style 


The first section summarizes the characteristics of data-processing 
methods—from manual to electronic. Then the fundamentals of 
electronic equipment, programming and the essentials of preparing 
for electronic installation are described 


The second section, which is necessarily in more technical terms, 
describes the basic concepts and components of electronic machines 
This is followed by an example of programming for a payroll oper 
ation. Finally, there is a description of the punching, sorting and 
machine operations which would be performed in the processing of 
a weekly payroll. 


In an appendix are listed summaries of the principal operating 
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characteristics and costs of purchase or rental of the principal 
machines. 


Haskins and Sells 
67 Broad Street 
New York 4, New York e 


Available upon request 


Subject: THE IMPACT OF COMPUTERS ON OFFICE MANAGEMENT 
Published by: American Management Association, New York, 1955 


This booklet comprises a selection of papers presented at the Office 
Management Conference of the American Management Associa 
tion. The five authors discuss in non-technical terms their plans 
and problems in developing the application of electronic computers 
to their specialized company problems. 


The opening article, “Impact of the Computer on Methods,” de 
scribes the general considerations which were taken into account 
in the decision to install a Univac computer at the Louisville oper- 
ations of the General Electric Company. It was first determined 
that the installation could be economically justified by its applica 
tion to payroll, material scheduling and inventory control, order 
service and billing and general and cost accounting. Beyond these, 
applications are planned to provide information for more effective 
management control, in such fields as factory scheduling, budgets, 
marketing and problems of operations research. 


The second article, “The Computer at Work on Payrolls,” gives 
a description of the problems which were faced in planning and 
installing the payroll phase of the General Electric installation. 


“Programming the Computer for Clerical Production” is concerned 
with the installation of a computer in the Franklin Life Insurance 
Company. This covers the detailed problems and operations of the 
company and describes the methods through which these will be 
handled by the computer. 


“Computer Methods and Applications: A Case Study” is likewise 
concerned with the problems of an insurance company—Prudential 
Insurance Company of America. This article is devoted to the gen 
eral factors which resulted in the decision to install a particular 
type of machine. It also outlines the work to be done and the an 
ticipated general advantages to be gained. 


The final article, “Will Electronics Make People Obsolete?” is 
principally concerned with various fears, misconceptions and prob 
lems that arise when the installation of electronic machines is 
under consideration. Will the machine be the master of the worker? 
Will wholesale layoffs result, with the few remaining workers los 
ing their individuality? These and other problems which have 
faced the Detroit Edison Company are described together with a 
summary of their conclusions on the application of electronics to 
the problems of a public utility. 


American Management Association 
330 West 42nd Street 
New York 36, New York 


Price: $1.75 





Published by: 





Articles Of Inteérest 
THE MODERN APPROACH TO INTERNAL AUDITING 


The Association of Certified and Corporate Accountants 
July, 1955 


The recent recognition of the appraisal function of the internal 
auditor by British Industry closely parallels the development of 
this concept in America. 


This study analyzes the value of the internal auditor as an im 
portant and permanent feature of management control through 
developing his appraisal function. Policy and procedure are stressed 
as the responsibilities of management. However, while the internal 
auditor does not control or institute policies, he is qualified to 
evaluate their execution and recommend improvements by (1) his 
access to records and heads of departments, (2) the nature of the 
training and general experience he acquires from the execution of 
his duties, which gives him an advantage over his specialist col 
leagues and (3) his comprehensive understanding of organizational 
structure as a whole. 


The study offers a sample program of survey which includes “the 
appraisal of organizational techniques and procedures.” The pro 
gram illustrates the closeness of the internal audit department to 
that of organization and methods, which often results from the col 
laboration of the internal auditor with these departments on gen 
eral or specific company investigations 


The study concludes with a recommendation for greater acceptance 
by British industrialists of this wider concept of internal auditing 
in view of its potential value as a part of management control 


FRAUD, THE ACCOUNTANT AND INTERNAL CONTROL 


William Sprague; Partner, Arthur Andersen & Company 





Published in The Journal of Accountancy, September, 1955 


Fraud means millions of dollars lost to the businessman annually 
The conquest of this unpleasant subject is a serious responsibility of 
the internal auditor, for, as Mr. Sprague points out, the most im 
portant safeguard against fraud is the development and proper ad 
ministration of internal control 


The author first considers the basic concepts of the auditor's func 
tion in the examination of financial statements. He emphasizes 
that the company is primarily responsible for financial statements, 
which represent judgments as well as facts. The auditor expresses 
an informed “opinion” based upon an examination in accordance 
with the generally accepted auditing standards. Mr. Sprague re 
views the way in which these concepts have been implemented 
in the wording of the standard short-form auditor's opinion 


To clarify the financial examination agreement with the client, 
the author suggests using a letter of arrangement to record the 
mutual understanding that is reached. 


Mr. Sprague then proceeds to discuss fhe responsibilities of the 
auditor in a financial examination. In addition to properly evalu 
ting the system and executing the audit program the auditor should 
(1) determine the extensions or modifications of the program re 
quired in the circumstances, (2) advise the client promptly of 
major weaknesses and suggest corrective measures and (3) obtain 
specific instructions as to the scope of special assignments aside 
from the regular examination of financial statements 
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Subject: FINANCIAL AND ADMINISTRATIVE ACCOUNTING 


By: C. Aubrey Smith and Jim G. Ashburne, Members of the faculty of the 
University of Texas, 1955 


This is a book that is written primarily for future managers, rather 
than for those who intend to make a career of accounting. It is 
presumed that the reader will have a knowledge of the basic me- 
chanics of double-entry, accrual accounting; there is consequently 
only very general coverage of mechanics in the text. Designed for 
use as an intermediate text, each chapter contains a number of 
—— and problems, which are planned to develop managerial 
thinking 


The first section is concerned with philosophy and practice in fi- 
nancial accounting. Chapters describing basic principles, practices 
and concepts are followed by chapters dealing with principal bal- 
ance sheet classifications, with particular attention to analysis and 
interpretation. One chapter is devoted to the consideration of price 
level changes and replacement costs. 


The second section is devoted to the organization and methods of 
control. Chapters cover such topics as organization for accounting 
control, accounting procedures and internal control, costing, bud 
geting, reports and federal income tax. 


McGraw-Hill Book Company 
330 West 42nd Street 
New York 36, New York 


Price: $7.00 


Subject: A LOOK AT THE NEW LOOK IN FEDERAL TAXATION 
By: Paul K. Webster; Assistant Commissioner of Internal Revenue 
Published in The Journal of Accountancy, October 1955 


Most of our readers, both as individuals and as company employees, 
have become aware of the extensive change that has been made 
in the organization and operating policies of the Internal Revenue 
Service. 


In this article, Paul K. Webster, Assistant Commissioner of In 
ternal Revenue, gives a description of the changes which have been 
made and tells of some of the operating problems which must be 
met. He describes the plan of verification of actions and the 
means of appeal available to the taxpayer. 


Of particular interest to Institute members is the fact that the Serv- 
ice has an internal audit division of nearly 200 auditors—“using 
methods similar to those which might be employed by the internal 
auditors of a large corporation.” 














EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue InstirutTe or INTERNAL AvuprTors, Room 3307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 











POSITION WANTED 
Senior Internal Auditor 
Controller - Treasurer 


Executive accountant with over twenty years of ex- 
ceptional management experience in the Internal 
Auditing and Controllership fields. Experienced in 
Internal auditing, finance, controls, budgets, analy- 
sis, statistics, and procedures. 











Auditor with five years internal, seven years public 
experience, also general and cost accounting ex- 
perience, desires permanent traveling (preferably 
continuous) position. Room 433, 1600 Louisiana, 
Houston, Texas. 
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Publications of The Institute of Internal Auditors 


INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Filth Ave., N. Y.) 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock and Wallston—39 Atlantic St., Stamford, Conn.) 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author Price $1.50 








Collections of Conference Papers 
PROGRESS THROUGH SHARING 
Thirteenth Annual Conterence—8 Papers Price $1.50 


NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conf 8 Price $1.50 


EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conf 9 pap Price $1.50 


MANAGEMENT ACCEPTANCE [includes Bibliogrophy) 
Tenth Annual Conterence—13 papers (cloth) Price $3.50 


Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
Research Report Price $1.00 
INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 














Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 





Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
H. F. L. Ltd., 66 Chandos Place, London WC2, England 
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